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Editorial Comment 
Failure of the Dominion and provincial gov- 


Dominion- ernments thus far to agree on the distribu- 
Provincial tion of taxes and of responsibilities means 
Problems continued uncertainty in our public finances 


and in the conduct of every kind of business 
activity. While efforts are not completely abandoned, 
for the time being we are exposed to a renewal of duplica- 
tion and overlapping which will add all the more complica- 
tion to the arguments. 

Constitutionally, of course, nothing has been changed. 
The provinces can continue to levy direct taxes, and the Do- 
minion can levy any kind of taxes. Actually, there is a 
big difference between assessing about ten per cent of the 
national income as was the case a generation ago, and at- 
tempting to assess thirty of forty per cent, as seems to be 
contemplated now. The former made any duplication or 
overlapping rather trivial in effect. The new scale, if prac- 
ticable at all, either has to be carefully applied through an 
integrated tax structure or else it will be disastrous. There 
is no gainsaying the effect of any attempt to tax nearly all 
of the value of certain kinds of estates, or certain incomes, 
or certain business activities. 

The impasse is due to two concepts which appear to be 
irreconcilable, and on which the country is divided. One 
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is the principle of federation, whereby the two stages of 
government — provincial and. Dominion — each have as- 
signed powers and the right to tax therefor; because of 
variations in geography, economy and race, this principle 
has powerful support in Canada. The other is the obvious 
simplicity of centralization, which appeals to many busi- 
ness men and to other parties which have to deal with taxes 
and regulations, and which is further inspired by some 
thought on the part of the Dominion government that it 
might be able to direct the economic life of the country. 
Obviously, you can not direct the economy of a nation if 
there are other authorities with enough power to confuse 
the results, and there is no doubt that provincial autonomy 
in direct taxation, in capital expenditures and in certain 
types of regulation are of enough weight to neutralize any 
effective Dominion scheme of economic planning. 


The Taxation Division of the Department of 
Taxation National Revenue has produced new “Tax- 
Statistics ation Statistics” dated April 1946 and avail- 


able from the King’s Printer, Ottawa, at 25 
cents per copy. The previous edition was extensively 
quoted in THE CANADIAN CHARTERED ACCOUNTANT of 
August, 1945. The new volume is 128 pages in length and 
therefore has gone beyond the possibilities of detailed quo- 
tation. 

Statistics by taxation years, started in the previous 
volume, are continued and elaborated in the new one, more 
or less supplanting the older figures arrived at by totalling 
collections by government fiscal years. 

The weight of taxation today justifies a reasonable 
amount of information, and The Dominion Association of 
Chartered Accountants was one of many organizations 
which requested some attention to this matter. All who 
are concerned with taxation will find the volume a valuable 
reference. 


We English-speaking people are fortunate 
English for in having a language which is expressive yet 
Accountants practical. The trouble with accountants is 
that often they fail to use these advantages 
to the full. Possibly the reason is the primary concern of the 
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accountant with figures. Yet figures are meaningless unless 
they are described, and this is where consideration must be 
given to clarity and fine shades of meaning. The definition 
of such terms as “cash” and “current assets” are of course 
part of the technique of accounting, and the individual ac- 
countant departs from generally accepted words and mean- 
ings at his own peril. It is in the wider use of the language 
—in reports, articles for publication, etc. — that he has 
more latitude but often fails to use it through an accus- 
tomed compliance with stilted phraseology. Examiners 
also find that candidates are deficient in the power of ex- 
pression, and are inclined to throw the blame on our schools, 
yet school curricula throughout the country seem to give 
plenty of weight to grammar, literature, and the writing 
of essays. The obvious conclusion is that skill in language, 
like skill in mathematics or art, is something that comes 
readily to only a few people. The difficulty of accountants, 
however, appears among people of all occupations, and it 
merely illustrates a general tendency to view language as a 
rigid structure prescribed by classical writers. Actually 
language is a living thing which is in process of continuous 
change. The final arbiter is not the writer nor the teacher, 
but the people as a whole, and if a new word comes into use, 
or an old word takes on a new meaning, it is general ac- 
ceptance that governs. For example, “o.k.” is a term that 
will not be found in any classical dictionary, but it has es- 
tablished itself in general use, and therefore is part of the 
living language. Among publications, newspapers are 
probably the closest to the people, and it is a tradition of 
newspaper training to use the simplest words and the 
simplest forms of expression. Between a news item or a 
piece of popular literature on the one hand, and a legal 
document on the other hand, there is an amazing gap, be- 
cause the writer strives to express himself in the language 
of the day, while the law clings to terms which have been 
tested through centuries of jurisprudence. The technical 
terms of accounting are relatively new, and the accountant 
therefore has the opportunity of keeping his language as 
well as his work abreast of the times. 
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The 1946 annual meeting of the Dominion 
Coming Association of Chartered Accountants is 
Annual scheduled to be held in Montreal on Tues- 
Meetings day to Thursday, September 10 to 12 inclu- 

sive. Formal announcement will be made, 
and programs mailed to members, about July. Executive 
and council meetings will be held on September 9. Reg- 
istration will take place on September 10, with a reception 
in the evening of that day. General meetings and social 
functions will be on the 11th and 12th. As hotel accommo- 
dation in Montreal is difficult to arrange, members who 
plan to attend should notify the Quebec Institute committee 
soon after receiving the notice and program. 

The annual meeting of The American Institute of Ac- 
countants will also be in September, on the 19th to 22nd, 
in New York city; at the same time the New York State 
Society of Certified Public Accountants will celebrate its 
50th anniversary. The Institute with its usual courtesy 
welcomes the attendance of members of the Dominion As- 
sociation. Those planning to go should notify the Insti- 


tute as early as possible; its address is 13 East 41st Street, 
New York 17, N.Y. 
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Tax Recommendations 


Following are suggestions and recommendations regarding Double 
Taxation of Corporate Income, Joint Administration of Dominion and 
Provincial Taxes, and Tax Legislation and Administration. These 
have been submitted to the Dominion and the provincial governments, 
and have been distributed in pamphlet form to members of the associa- 
tion. A limited supply of these pamphlets is available without charge. 


INTRODUCTION 


HE Dominion Association of Chartered Accountants is 
a body incorporated under Act of the Parliament of 
Canada of 1902 and now comprises all of the over 2,800 
members of the institutes or societies of chartered account- 
ants of the nine provinces of Canada. It is the largest and 
most widely recognized body of accountants in Canada and 
is comparable to and maintains contact with leading organ- 
izations of accountants in the United States, Great Britain 
and other countries. While, in recent years, several hun- 
dred of our members have been on military service, normally 
about 60% of our entire membership are engaged in audit- 
ing and other phases of public accounting and the remain- 
ing 40% occupy positions in industrial, financial and gov- 
ernment organizations, usually in some capacity identified 
with accounting, finance and taxation. The members of our 
profession are, therefore, in a position to directly observe 
the effects of taxation on business policy and on individual 
effort. 

At recent annual meetings of the Association our mem- 
bers authorized the Council and Executive Committee to 
make a special study of the general subject of taxation. In 
turn, the members of our profession throughout Canada 
were given the opportunity to submit their observations and 
suggestions as a contribution to this special study. From a 
summary of the comments received from our members, it 
is evident that in the opinion of the majority, the most 
pressing problems to be considered in the field of Canadian 
taxation at the present time are: 

First, the double taxation of corporate earnings as rep- 
resented by corporation income and excess profits taxes and 
the tax against the shareholder when the remaining earn- 
ings are disbursed as dividends. 

Second, the co-operation of the Dominion and provincial 
governments in the field of taxation in the establishment 
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of one central administrative organization in order to avoid 
a return to the almost intolerable conditions imposed upon 
business and industry prior to the war when the require- 
ments of the Dominion and the provinces resulted in multi- 
tudinous returns under different bases of taxation and auto- 
matically very substantially increased the cost of adminis- 
tration to the governments and the expense of compliance 
to the industrial and financial organizations of our country. 

Third, the clarification of tax legislation by the com- 
plete rewriting of the present statute and the broadening 
of the administration organization, particularly as to as- 
sessment procedure and the settlement of complaints and 
disputes. 

These are all problems with which the members of our 
Association come into close contact in the practice of our 
profession, and are of serious concern to the Canadian 
people. This submission flows from a desire to make a 
contribution to the consideration of the general subject of 
taxation and is prepared in three sections representing 
studies made of the three main problems previously out- 
lined. 
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SECTION I 
DOUBLE TAXATION OF CORPORATE INCOME 


DEFINITION OF DOUBLE TAXATION 

In this section the double taxation of corporate income 
refers to the present requirements of our tax laws whereby 
the incomes of corporations are subject to taxation at a 
corporate rate and the dividends as distributed to the share- 
holders are regarded as part of their taxable income. In so 
far as the corporation is merely the instrument whereby 
the owners or shareholders collectively carry on business, 
the income is thus subject to double tax, once when it is 
received by the corporation and again when the remainder 
passes to the owners. 


HISTORY 

Upon the inception of the Income War Tax Act in 1917 
duplicate taxation of corporate income was mitigated by 
section 3(1)(d) which provided: 

(d) for the purposes of the normal tax, the income embraced in 
a@ personal return shall be credited with the amount received as divi- 
dends upon the stock or from the net earnings of any company or 
other person which is taxable upon its income under this Act: Pro- 
vided, however, that in determining the income the personal and 
living expenses shall not be taken into consideration. 

Incomes bore double corporation tax only on the part 
consisting of dividends which was subject to surtax. 

This partial exemption from double taxation of corpor- 
ate income continued until 1925. By an amendment in 
1926 this exemption was abolished by causing section 3(1) 
(d) to cease to apply to individuals. 

The rate of tax imposed on corporate and personal in- 
come was 4% in 1917 while the latter was also subject to 
a surtax. The corporation rate was increased to 6% in 
1918 and 10% in 1919. 

Since 1926 subsequent amendments to the act have op- 
erated in such a manner as to strengthen the view that the 
corporation is a person under income tax and subject to 
tax. 

A fairly complete history of the law is included in Part 
II of the report of the Ives Commission. 
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Arguments Against the Double Tax on Corporate Income 


A. IT SERIOUSLY LESSENS THE AMOUNT OF CAPITAL 
AVAILABLE FOR RISK INVESTMENT AND EMPLOYMENT 


Under existing highly developed methods of industry it 
requires the investment of a substantial sum, possibly as 
much as five thousand dollars, to provide the average in- 
dividual worker with the necessary capital, including tools 
and supplies, in order to produce goods. 


As industry becomes more highly developed there is a 
tendency for the required capital investment per worker 
to increase. While part of this demand for additional cap- 
ital will be met by the “ploughing back” of profits by exist- 
ing businesses, changes in business conditions, business 
casualties and the deaths of owners result in an ever-present 
demand for the investment of new capital, which demand 
is steadily increasing as the country develops and as the 
specialization of industry progresses. Taxation should not 
operate so as to discourage the investor from putting his 
money at risk in new enterprises or leaving his profits in- 
vested in existing businesses. If the incentive for profit 
is removed, the expansion of business will cease and it will 
be impossible to maintain employment at a high level. In 
order to attract investment to an enterprise of risk the 
possibility of fairly high dividends should exist. Under 
a flat 40% tax rate it is necessary for a company to earn 
approximately 16% before taxes in order to have left a 
return on capital of 10%. In order to lessen the deadening 
effect of corporation tax on enterprise at risk, parliament 
has provided certain relief measures amongst which are: 


(a) In 1936 the Income War Tax Act was amended so 
as to exempt from tax the profits of metalliferous 
mines during the first three years of operation. 

(b) Exemption of new businesses from excess profits 
taxes during the first taxation year. 

(c) Double depreciation for new fixed assets. 

These measures are to some extent an admission of the 
dampening effect of corporation taxes, and the need for 
special relief when the risk is highest which is at inception. 

So long as it is the national desire to live and work 
under an economy of risk-taking we cannot levy special 
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taxes against the benefits derived without driving capital 
to seek safer investment and drying up the flow of private 
capital. 

High rates of corporate taxation make it difficult for 
any small corporation to increase substantially and at the 
same time meet its tax obligations and provide for a return 
on its capital. 


B. UNDER CORPORATION TAXATION ALL SHAREHOLDERS 
PAY TAXES ON THE PROFITS OF CORPORATIONS AT RATES PAID 
ONLY BY THE RICH WHICH IS SERIOUSLY DISCRIMINATORY 
AGAINST SMALL INDIVIDUAL SHAREHOLDERS 


The Rowell-Sirois report has this to say in respect of 
the taxation of business: 

“The primary criticism of the present system is that 
business has been made an object of taxation in itself. It 
is one thing to use the corporate organization as an agent 
to collect taxes cheaply and simply from final recipients 
of wages, interest and dividends, but in Canada business 
itself is taxed. ... The remainder of the revenue from 
corporation taxation (being virtually all the Dominion rev- 
enue and about 40 per cent of the provincial) is derived 
from corporate income taxes which are not real income 
taxes. They apply to corporate net income at a flat rate, 
but are not adjusted to the net income of the corporation 
owners at either a uniform or graduated rate. And al- 
though they are not a fixed charge on business in the same 
way that the specific corporation taxes are, they penalize 
investment in industry (particularly during a period of 
successive rate increases) as compared with other forms of 
investment, or hoarding. 


“It is, of course, impossible to calculate the amount by 
which diversion of investment, increased business costs and 
elimination of marginal enterprises reduce the national in- 
come, increase unemployment and weaken Canada’s com- 
petitive power in international trade. But these conse- 
quences are regrettable since every penny now raised by 
direct taxation on business could be raised without any of 
these disadvantages by properly adjusted taxation on busi- 
ness owners.” 
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C. THE PRESENT SYSTEM OF CORPORATION TAX FURTHER 
DISCRIMINATES AGAINST CORPORATIONS IN FAVOR OF 

(a) PROPRIETORSHIPS, (b) GOVERNMENT-OWNED 
CORPORATIONS, (c) CO-OPERATIVES 


It has been said that the development of the corporate 
form of enterprise has been as important to the progress 
of man as the invention of steam engines. Yet the result 
of making corporations the object of special taxation is to 
cause provincial and municipal governments to extend their 
activities into enterprises—chiefly utilities—in order to 
shift the tax burden from their constituents to others, and 
to provide a real incentive for the expansion of co-opera- 
tives. This will, of course, unless arrested, tend to elim- 
inate corporations. 


The present system operates so as to make it more ad- 
vantageous for an investor, particularly a wealthy one, to 
invest in bonds and provides a decided incentive to finance 
a new enterprise or reorganize an old one by the creation 
of fixed interest bonds. In order to encourage the invest- 


ment of risk capital common sense suggests that dividends 
receive a tax preference as against bond interest. 


The following calculations illustrate the extent of the 
discrimination in favor of salaried persons, proprietorships 
and bonded indebtedness. For this purpose the calculations 
are the taxes that would be payable by a married man with 
no dependents other than his wife receiving various rates 
of income from the source indicated. These calculations 
take into consideration the following: 


(a) Income War Tax Act— 


Schedule “A” Normal and graduated personal tax rates ex- 
clusive of compulsory savings 


Schedule “AA” 4% tax on investment income over $1,500 
Schedule “C” 18% tax on corporation profits 


(b) Excess Profits Tax Act—Second Schedule 


First Part—12% on corporation profits where profits 
are $5,000 or less 


—22% on corporation profits where profits 
are over $5,000 


Second Part—Nil 
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Tax payable if income derived from: 








Income Salary or Profit of Bond Corporate income 
Sole Proprietorship Interest fully distributed as 
Dividends 
4,000 810 894 1,671 
10,000 3,160 3,446 5,676 
25,000 11,631 12,420 16,274 
100,000 63,207 66,517 76,389 






Probably the most striking comparison above is the 
case of the $25,000 income. In this instance if the recipient 
receives all the income in the form of salary, he is permitted 
to retain $13,369, but if he has developed a business, in- 
corporated a company and withdrawn the profits as divi- 
dends, he retains only $8,726. The equivalent in the case 
of an income of $100,000 would be retaining from a salary 
$36,793 and from the earnings of an incorporated company, 
$23,611. It is apparent that such taxes tend to destroy 
incentive and discourage investment in risks and in par- 
ticular the use of the corporate form of operation. 














D. THE ACCUMULATION OF UNTAXED SURPLUSES CAUSES 
ALMOST INSURMOUNTABLE TAX ADMINISTRATIVE DIFFICULTIES 


The act provides for the taxation of undistributed in- 
come as if it had been distributed if, in the minister’s 
opinion, it exceeds what is reasonably required for purposes 
of the business (section 13). 


There is also the problem of taxes imposed upon the 
death of persons owning a substantial proportion of the 
shares of private corporations which problem has been 
reported upon by the Ives Commission, and in respect of 
which legislation was recently enacted. While the legisla- 
tion presents a partial solution to the present difficulty, it 
has not provided a real cure for the problem. In fact the 
Commissioners said: “Under the general tax structure in 
force, it does not appear that any completely satisfactory 
solution can be found.” 


In the circumstances, so long as double taxation of cor- 
poration income persists, private corporations are doomed 
to periodic crises which can only be relieved by arbitrary 
action of an emergency nature, of which there have already 
been two examples—namely, that of the 1930 amendment 
to section 19 and the new 1945 sections 94, 95 and 96 of the 
Income War Tax Act. 
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Argument in Favor of the Double Tax 


It is argued that if the double tax on corporate income 
were done away with it would be necessary to have high 
personal tax rates to compensate for the loss of revenue 
and that these high rates would make personal savings 
difficult and minimize incentive to further effort by execu- 
tives or professional persons. 


On the accompanying summary there is estimated the 
loss of revenue which would result from the elimination 
of this double tax by the adoption of four different methods 
of removing part or all of the duplication. The loss of 
revenue varies from $46.8 million to $97.5 million based 
on a post-war national income of $6,500 million and tax 
rates of about 80 per cent of those presently in force. 


Total personal taxes on income under the conditions and 
tax rates assumed would probably aggregate about $600 
million so that to compensate for the above loss of revenue 
the smallest increase would be about 8% and the highest 
about 16%. This does not take into consideration the im- 
provement in revenue that should result from the impetus 


that tax relief would give to corporate endeavour. 


Possible Methods of Taxing Corporate Income and 
Avoiding Duplication 


There have recently been several proposals advanced 
for the elimination of double taxation. The more important 
of these are presented below, the relevant calculations ap- 
pearing on pages 326-328. 


(1) EXEMPT DIVIDENDS FROM TAX WHEN RECEIVED 
BY INDIVIDUAL CANADIAN SHAREHOLDERS 
(ESTIMATED LOSS OF REVENUE $62.4 MILLION) 

By exempting dividends from tax in the hands of recip- 
ients, the holders of capital stocks would in effect pay in- 
come tax at corporate tax rates irrespective of their per- 
sonal wealth. This would totally ignore the principle of 
“capacity to pay” and would undoubtedly be unacceptable 
in all quarters. 
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(2) TREAT ALL CORPORATE INCOME AS THOUGH 
DISTRIBUTED WHEN EARNED AND AT THE SAME 
TIME ELIMINATE THE CORPORATION INCOME TAX 


(ESTIMATED LOSS OF REVENUE $97.5 MILLION) 


This implies the extension of “personal corporations” 
tax method to all companies. 

It has in its favor the elimination of corporation tax 
pockets but it would make almost impossible the continued 
expansion of business because of the necessity of distribut- 
ing to shareholders substantially all income in order to en- 
able shareholders to pay their personal taxes. 

It would place the taxation of corporations on the same 
basis as sole proprietorships or partnerships, and while not 
useful to public corporations, if private corporations were 
permitted to elect this method it would ensure that they 
could avoid being placed in a worse position than unincor- 
porated businesses simply because of the use of a charter. 


(3) TAX CORPORATION PROFITS AT A RATE WHICH APPROXIMATES 
THE BASIC PERSONAL RATE—SAY 33 1/3%—AND ALLOW THE 
TAX TO APPLY AS A CREDIT ON THE TAX RETURNS OF INDIVIDUAL 
CANADIAN TAXPAYERS 
(ESTIMATED LOSS OF REVENUE $46.8 MILLION) 


This is essentially the method followed in England under 
which the income deemed to be distributed and subject to 
personal income tax is taken as the amount of the dividend 
received by the shareholder with the addition of the cor- 
poration income taxes which would have been payable on 
the income which resulted in that dividend. This is illus- 
trated as follows: 
DOR VCIE TEN 5 4.65 0.5.05 45596 6 SNC Kes eee eweciee 
Corporation tax (83 1/8% on $150) ...........0.. 


Income deemed to be distributed on which tax will 
be payable by the individual .................. $150 


While the individual is taxed on the gross amount 
($150), he takes credit on his tax return for the corpora- 
tion tax paid ($50) as though it were in fact a withholding 
tax. 

The chief disadvantage of this method is the large num- 
ber of tax refunds which it may entail. However, so long 
as the corporation rate does not exceed the minimum per- 
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sonal tax rate, refunds will be largely restricted to persons 
who have insufficient income to be taxable. 
(4) ALLOW DIVIDENDS AS DEDUCTIONS FROM 

CORPORATION INCOME 

(ESTIMATED LOSS OF REVENUE $89 MILLION) 

This proposal brings up many administrative problems 
such as the carry forward of dividends declared in excess 
of earnings but it also disposes of other problems particu- 
larly those respecting the distribution of income as present- 
ly covered by sections thirteen to twenty of the Income 
War Tax Act. It is logical in that it permits as deductions 
all payments to other taxable persons under the act. 

Comment on Proposals 

All of the above proposals minimize or eliminate the 
present tax incentive to the accumulation of undistributed 
income which made necessary section thirteen of the act, 
giving the minister power to deem unnecessary accumula- 
tions to be distributed and tax them in the shareholders’ 
hands. A proposal to completely abolish corporation income 
tax would be obviously unacceptable because it would per- 
mit the accumulation of income by corporations to proceed 
indefinitely free of tax. This would discourage the pay- 
ment of dividends to an even greater extent than is now 
the case. 

Proposals 1 and 3 do not affect the amount of corporate 
taxes borne by foreign investors; relief is given only to 
Canadian shareholders. Under the proposal No. 2 which 
does away with corporation tax but treats all corporate 
income as though distributed, foreign investors would bene- 
fit by being relieved of their share of the 33 1/3% tax on 
corporate income. Against this it is proposed that their 
share of earnings be subjected to a flat tax at the present 
rate of 15% whether or not it be distributed, but the col- 
lection of the tax would be extremely difficult where the 
earnings are not distributed. The residents of foreign 
countries with whom we have reciprocal tax treaties would 
probably be able to deduct from the taxes payable to their 
governments only that part of the Canadian tax which 
applies to the dividends received. Under the fourth pro- 
posal which suggests the deduction of dividends from tax- 
able income, foreign shareholders would have the same 
benefit as Canadian shareholders because it reduces cor- 
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poration tax to a tax on undistributed income only and the 
savings would apply in such a manner as to affect the share 
of earnings of all shareholders proportionately. 

The changeover from double to single taxation of cor- 
porate income would have to be brought about gradually 
in order to avoid causing substantial sudden gains in the 
values of stocks. Under plan 3 this could be accomplished 
by allowing the present high tax rate (40%) to remain on 
corporate income but to permit only a part of it to be used 
as a credit against the tax paid by the shareholder. The 
extent of the credit could be gradually increased. Or, if 
the method chosen were to permit the deduction of divi- 
dends from taxable income of corporations, it might be 
desirable to accomplish this by allowing at the start only 
a portion of dividends declared in the year to be deducted 
and increasing the allowance in subsequent years. 

Furthermore, before implementing any of these pro- 
posals it would be important to make certain that if du- 
plicate taxes were removed from corporation income it 
would not simply open another lucrative field for provincial 
taxation and the intended benefit to the national economy 
be lost. 

In its report to the Dominion government the advisory 
committee on reconstruction said: 

“The corporations profits tax does tend to distribute 
the burden of taxation in an inequitable fashion. The cor- 
poration is not a recipient of income, but a channel along 
which that income passes to the shareholders, and there 
seems to be no valid reason (except facility of collection) 
to justify the double taxation of the income received by 
the holders of corporate securities.” 

Corporation taxes are no doubt in part absorbed by con- 
sumers and, to this extent, are invisible consumption taxes 
affecting price levels and living standards. It is further 
stated by some that they have a we long term effect 
on wage levels. 

It is our opinion that steps should now be taken to grad- 
ually eliminate the double tax on corporation income and 
that the most satisfactory method of achieving this goal 
would be to adopt plan No. 3, namely to tax corporation 
profits at a rate which approximates the basic personal 
rate and allow the tax paid by corporations to apply as a 
credit on the tax returns of individual Canadian taxpayers. 
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ESTIMATED LOSS OF ANNUAL REVENUE IN A NORMAL 
POST-WAR YEAR 


which would result from the elimination of double tax on corporate 
income 


Assuming— 


. National income of $6,500 million. 

Tax rates at about 80% of 1945 rates. 

No tax on excess profits, and corporation income taxed at 33 1/3%. 

. Corporation income is 9% of $6,500 million, namely $585 million. 
Table 1 on page 330 indicates that 9% is about reasonable. 

2/3 of corporation income is distributed as dividends (note 1, page 
328). 

60% of dividends are paid to Canadians and 40% to foreigners 
(note 2, page 329). 

Average tax rate applicable to investment income received by in- 
dividuals 40% (note 3, page 329). 


= YF 


ESTIMATED TAXES COLLECTIBLE UNDER PRESENT BASIS 


of corporation tax and personal taxes against individuals on same 
income as disbursed 





000,000 
$ omitted 
SpE CN 5 cco ses as een Daedekgieewse 585 
EG ie kidie eno ob bse 6 bare swesedawe 195 
Balance of income after tax .................0.-. 390 
RN NU Seas os a64555% a0 eee saws aos 260 
eG op Niue esescieaseseoee 156 
ED Sop choses aasse ase esas 06. 6%sus 62.4 
AO Se INS UD 5.5 a6 coerce cbsesecssess 104 
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ESTIMATED TAXES COLLECTIBLE ON BASIS OF THE 
FOUR PROPOSALS 


made in this submission 
PROPOSAL I 


Exempt dividends from tax when received 
by individual Canadian shareholders 
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SNORE okie 66s oss eRe as op Nnis'ce dev sa ake 260 
DROME IO ins io 'nine eens ewes eevee 156 
BPEL t0 cers okasSakcceuueesess sees 
iO TIN RO oo 5086s 5s 500 sicaweisesins 104 
RED 565.45 ox so denne aSanese Sees 15.6 
RMI. a bo oue ce deuis es cebs seu sews a ses 210.6 
Ra Sk “RIVOUND : neko ain’ chews sauce se 62.4 
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PROPOSAL II 


Treat all corporate income as though distributed when earned and 
at the same time eliminate the corporation income tax 








000,000 
$ omitted 
IN TIN 0d 5 Sx'sie SS is ea Se nlaw bets aialews 585 
RS ree orcs iy tins 1S Sule hss Bee tas 
Se I og ep adGianeles Sa e-snk wows 351 
UE Wa bis sc ccncuccssersabeceees 140.4 
To non-residents 40% ...... ccc scccecccceee 234 
PIE ose < ode sire eeeesas casas 35.1 
EE 5d 5 5A REDE Ba oeer 175.5 
Re We PUINNIE 66 ioi03 oh Swe iow cues eases 97.5 


*It is probable that 40% is somewhat low in this instance. 


PROPOSAL III 


Tax corporation profits at a rate which approximates the basic personal 
rates—say 33 1/3% and allow the tax to apply as a credit on the tax 
returns of individual Canadian taxpayers 


SN ois kobe sea hows enmanees 585 

OE PM I 5 oo oo seine t.0F0e skews ewee dee 195 
UTED BIO GE BGO 656 oii ses sce s cs eeewesecieese 390 

To Canadians 60% of 390 ...........cscecee 234 


(of this 2/3 or 156 will have been paid 
in cash and 78 will represent tax credits) 

















po ee er ce ere er reer rere 93.6 

Bu PIN oi a6 icic bo omc eccees 78 15.6 
To non-residents 40% of 390 ............... 156 

Less corporation tax paid 33 1/3% ...... 52 

Net distribution to non-residents .:.... 104 
RE SER SSS tnd che Ae ey wz eeeahs 2 15.6 
ok hake ec baN6S Ese eS een tadewadewe ae 226.2 








Hee pwae A Soa Saeki. 46.8 
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PROPOSAL IV 


Allow dividends as deductions from taxable corporation income 
000,000 
$ omitted 

Corporation income 
Deduct 
Distributed 2/3 of (income 585 less tax 


Tax at 33 1/3% 
Distributed 
To Canadians 60% of 334 
Tax at 40% 
To non-residents 40% of 334 
Tax at 15% 


Total tax 


Loss of revenue 


Section I Appendix—Notes 


(1) (Page 326) The assumption that two thirds of earn- 
ings will be distributed is based on the following considera- 
tions. The proportion of earnings distributed as dividends 
by a large group of companies, taken as an aggregate, 
naturally varies with changes in business conditions. In 
the United States the proportion of earnings distributed 
was roughly 50% during the period 1920-1940, but in the 
ensuing depression dividend payments absorbed a large part 
of earnings and in some years exceeded them by a consider- 
able amount. Fully comparable information is not avail- 
able for Canada, but a survey of the reports of Canadian 
companies during the 1920’s indicates that, over the years 
ending 1928 80.2% of earnings (after bond interest) were 
paid out as preferred or common dividends. 


For the period 1929 to 1935 no compilations are avail- 
able. 


For the remaining years, 1936 to 1943, the Bank of 
Canada’s analysis of the reports of 665 companies (Bank 
of Canada’s Statistical Summary, August-September 1944) 
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shows the following proportions of earnings paid as divi- 
dends: 


These figures indicate that over the period slightly more 
than three quarters (77.6%) of earnings were distributed. 
For the future it seems reasonable to choose an intermedi- 
ate proportion of two-thirds as suggested above. 


(2) (Page 326) This proportion is based on figures sup- 
plied by the Department of National Revenue to the Do- 
minion Bureau of Statistics, and published in Appendix 4 
to the report of the Royal Commission on Dominion-Pro- 
vincial Relations, entitled “National Income”, by D. C. Mac- 
Gregor et al. (Ottawa, 1939) p. 27. Based on the average 
experience of the period 1928 to 1936 inclusive. A small 
amount of dividends paid by share warrants is omitted. 


(3) (Page 326) This proportion is a “guestimate’”. Com- 
mencing with the only available figures of earned and un- 
earned income of individuals, which relate mainly to 1930 
(same source as mentioned in Note (2) above), we proceed 
on the assumption that dividend income is more concen- 
trated in the higher brackets than unearned income as a 
whole. Given that income tax rates are roughly four-fifths 
of those in 1945, the average proportion of dividend income 
paid as income tax by individuals is estimated at approxi- 
mately 40%. 


JUNE 1946. 








THE CANADIAN CHARTERED ACCOUNTANT 


SECTION 1. APPENDIX TABLE 1 
NATIONAL INCOME AND CORPORATE INCOME 


























(1) (2) (3) 
National Income’ Bank of s Corporate Income 
(Bank of Nova Nova Corporate as % of National 
Scotia unadjusted Scotia Net Income ' Income Col. (2) 
net production less Review Assessed as % of Col. (1) 
depreciation on Nov. 1929* for Tax 
non-govt. assets) 
1920 129.3 
1921 $3691 Mn. S 21.2 $269 Mn. 7.29% 
1922 3713 = 679.6 305 8.21 
1923 3888 || 100.4 297 7.64 
1924 3871 wo 90.5 306 7.90 
1925 4169 sy 103.1 278 6.66 
1926 4500 S 126.5 435 9.66 
1927 4807 mt 141.5 527 10.96 
1928 5210 165.2 544 10.44 
1929 5382 556 10.33 (1921-9) 
Bas 8.96% 
39,231 3 3 3,517 
si 
Lo ee 
1930 4663 CSa 332 7.12 
1931 3699 ¥- 3 259 7.0 
1932 2937 wo Se 212 7.21 
1933 2795 asses 273 7.8 
1934 3142 ages 359 11.4 (presumably 
1935 3388 353 10.6 includes 
1936 3659 279 354 9.7 large inven- 
1937 4085 357 398 9.7 tory profits) 
1938 4057 295 546 11.0 (1930-8) 
9.21% 
32,425 3,086 
1939 4396 
1940 5183 
Sources: 


Col. 1. Depreciation taken from monthly bulletin of business sta- 
tistics April 1943, p. 26 col. d. 


2. From Dominion income tax statistics, figures for fiscal year 
ending 1922-23 are entered here as 1921, since they relate 
mainly to income earned in that year. Similarly for 
later years. 


3. As might be expected, corporate income has varied more, 
percentage-wise than national income, but the relation to 
the business cycle is not close in the above table. Com- 
parison with Bank of Canada figures of net profit before 
taxes for 1936-8, and Bank of Nova Scotia figures for 
1921-9, suggests that the income tax figures are not re- 
liable indicators for individual years, no doubt owing 
to the influence of a few large companies whose assess- 
ments are in dispute. 


*—Index of common dividends and surplus only; 125 companies. 
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SECTION 2 


JOINT ADMINISTRATION OF DOMINION AND 
PROVINCIAL TAXES ON INCOME 


In view of the pending termination of the present agree- 
ments between the Dominion and the provinces under which 
the provinces temporarily vacated the income and corpora- 
tion tax field, the question of tax legislation and adminis- 
tration assumes very great importance at the present time. 
This is evidenced by the conferences which are in progress 
between the Dominion and the provinces dealing with this 
particular subject. 

In our opinion it is essential that there should be no 
return to the chaotic tax competition of pre-war days. Par- 
ticularly objectionable to the corporate taxpayer is the pos- 
sibility of being required to revert to the system in force 
prior to the war under which it was necessary to make as 
many as ten returns under ten different taxing statutes, 
each with its own set of administrative rulings and requir- 
ing a different process of appeal on matters of dispute. 
Furthermore, the taxpayer should not have to bear the 
cost of the administration of ten taxing bodies if one will 
suffice. 


It has been proposed by the Dominion that the provinces 
should permanently vacate the income and corporation tax 
field in return for grants to be paid to them by the Do- 
minion, the amount of such grants to be determined on a 
basis mutually acceptable to both authorities. The prob- 
lem of multiplicity of tax returns, numerous administrative 
bodies resulting in high administrative costs, and possible 
inequitable allocation of revenues is completely solved if 
an agreement of this type can be reached. 

Notwithstanding the general desirability of the pro- 
posals put forward by the Dominion, in so far as they re- 
lieve the public of duplicate and overlapping taxation, there 
are several dangers inherent in the present bargaining be- 
tween the Dominion and the provinces. If the provinces 
succeed in exacting a stiff price for their abandonment of 
these revenue sources, the very size of the annual grants 
may mitigate against economy in provincial administration. 
But a far more serious danger lies in the possibility of the 
tax policy of the Dominion being affected by the price it 
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has paid for the sole enjoyment of the field. If, as a result 
of a deal with the provinces, the return to a sane level of 
income taxation should be impeded or delayed, the hurt to 
business will have been far greater than would be suffered 
under multiple and overlapping taxation. 

If the provinces do not vacate the tax field and the Can- 
adian taxpayers, personal and corporate, are faced with ten 
taxing statutes, then for simplification of the entire situa- 
tion we strongly recommend the following: 


Administration 
There should be a single collection and administrative 
agency with uniform assessment and appeal procedure. We 
suggest that this agency should be the Dominion tax ad- 
ministrative organization with provision for reasonable 
representation from the provinces if desired. 


Legislation 
The first requirement of a common administrative and 
collection policy is that the tax legislation of the provinces 
and the Dominion should be identical. The points of differ- 


ence are in the rates of taxation which the provinces may 
severally impose and the provincial statutes will have to 
contain an identical clause under which the incomes of those 
persons and corporations subject to the provincial jurisdic- 
tion are charged with the tax. In the case of taxpayers, 
both personal and corporate subject to the jurisdiction of 
more than one province, the problem arises of determining 
the proportionate part of their income which is properly 
deemed to have been earned within each province, and it is 
suggested that this whole subject be left to the provinces 
and the Dominion jointly to determine. In order to prevent 
injustice to the taxpayer, whatever formula is adopted must 
provide that in the aggregate no more than 100% of the 
income of the taxpayer is subjected to provincial taxation 
and there should be a very clear understanding by the 
public of the methods which are adopted following mutual 
agreement between the provinces and the Dominion on this 
subject. 

Where a corporation is carrying on business in several 
provinces, we consider that the principle to be followed 
should be, that each of the provinces having jurisdiction, 
other than the province in which the head office is located. 
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should be entitled to a tax upon the share of the total in- 
come which is represented by the proportion of the total 
business which sales to customers within that province bear 
to total sales. Obviously, one of the most important mat- 
ters will be to secure a common understanding as to what 
circumstances bring a taxpayer subject to the jurisdiction 
of the several authorities. This may well mean adopting a 
common definition of the term “doing business in the 
province”. 


Returns 

Each taxpayer, personal and corporate, should be re- 
quired to file one return only, with the administrative body, 
namely the Dominion income tax organization, which will 
serve as the basis for assessing both Dominion and provin- 
cial taxes. As was done in the provinces of Ontario and 
Manitoba before the war, it would only be necessary to ap- 
ply to the income as arrived at on this form, provincial rates 
in addition to those of the Dominion. 

In addition to the information now provided for on the 
Dominion corporation return, taxpayers will be required to 
submit information as to the location of their establish- 
ments, branch offices, etc., and the volume of business done 
in the various provinces, this to permit the administration 
(a) to determine in which provincial jurisdiction the tax- 
payer is subject to tax, and (b) the amount of income prop- 
erly attributable to each such jurisdiction. 

As our present system involves self-assessment by the 
taxpayer, the form of return must contain sufficient infor- 
mation to enable the taxpayer to properly calculate the 
taxes due both to the Dominion and the provinces. 


Assessment 


Income of all taxpayers would be assessed by the Do- 
minion income tax officials in the same manner as is now 
being done. Accordingly it would be unnecessary for the 
provinces to establish assessment departments, other than 
that which they may require to confirm their allocation of 
taxes by the Dominion administrative body. If,’as pre- 
viously suggested, the provincial tax legislation is made uni- 
form with the Dominion act, the same rules as to the de- 
termination of income, assessment and appeal would auto- 
matically apply in respect to the provinces. Accordingly, 
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the determination by the Dominion tax department of the 
proportion of personal and corporate taxes applicable to the 
provinces would not appear to substantially increase the 
work of the Dominion administrative body. 


Collection 
The provinces under their statutes would appoint the 
Dominion as their agent for the collection of taxes in the 
same manner as was done by certain provinces before the 
war. This would result in the taxpayers making one pay- 
ment only to the Dominion government and the Dominion 
would allocate the tax moneys received. 


General 

We strongly recommend that the provinces do not again 
levy taxes on capital and places of business of companies. 
In our opinion, these taxes are not sufficiently productive 
of revenue to warrant their re-enactment, in the light of 
difficulties of assessment and the inconvenience and possible 
inequity to the taxpayer. 

The Dominion government and the provincial govern- 


ments in wartime have shown a spirit of successful co-op- 
eration in avoiding duplicate taxation. It should not be 
too much to expect, in the interests of the future prosperity 
and well being of the nation, that such a spirit can and 
will be continued in peacetime with the result that a mu- 
tually satisfactory plan for the levying and collection of 
taxes will be designed and implemented. 
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SECTION 3 
TAX LEGISLATION AND ADMINISTRATION 


The basic principles of taxation and the necessary at- 
tributes of a satisfactory tax system are the subject of a 
very extensive economic literature. While it is not our pur- 
pose in this report to deal extensively with the development 
of economic thought on this subject, nor to argue the order 
of importance of the various qualities with which a perfect 
tax system must be endowed, we propose to refer briefly 
to the generally accepted fundamentals of sound tax policy 
and to discuss, at some greater length, the more important 
reforms which are required in Canadian taxation and tax 
administration. 

The oft-quoted maxims of taxation of Adam Smith con- 
sist of four statements, one of which relates to the man- 
ner in which the burden of taxation should be distributed 
among the citizens of the state, the remaining three deal- 
ing with principles of sound tax administration. These 
maxims, which are as sound under present conditions as 
they were the day they were written, are as follows: 

(1) “The subjects of every state ought to contribute to 
the support of the government, as nearly as pos- 
sible, in proportion to their respective abilities, 
that is, in proportion to the revenue which they re- 
spectively enjoy under the protection of the state. 

(2) “The tax which each individual is bound to pay 
ought to be certain and not arbitrary. The time of 
payment, the manner of payment and the quantity 
to be paid, ought all to be clear and plain to the 
contributor and to every other person. 

(3) “Every tax ought to be levied at the time, or in the 
manner, in which it is likely to be convenient for 
the contributor to pay it. 

(4) “Every tax ought to be so contrived as both to take 
out and keep out of the pockets of the people as 
little as possible, over and above what it brings into 
the public treasury of the State.” 


Tests of Quality of Taxes 


A perusal of the writing of the recognized authorities on 
public finance reveals a number of additional tests which 
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have been devised to measure the quality and effectiveness 
of various forms of taxation. These tests may be divided 
into two groups, the first relating to the structure and char- 
acter of the tax itself and the second concerned with the 
administrative phase and the qualities which go to make up 
sound assessment and collection procedure. The more im- 
portant of the tests as to the quality of the tax are as 
follows: 


1. FISCAL ADEQUACY 

By this is meant the effectiveness of the tax as an in- 
strument of raising revenue in the required amounts. Cer- 
tain groups of taxes, often referred to as “nuisance taxes”, 
fail to meet this test and unless such a tax can be justified 
as satisfying some social or economic requirement, it rapid- 
ly becomes the subject of strong public disapproval. In 
times of war the considerations of revenue become so im- 
portant that the quality of fiscal adequacy may be the sole 
consideration. It should be pointed out, however, that mere 
productivity does not enable a tax to satisfy the test of fiscal 
adequacy if the rates at which it is levied are so severe as 


to impair the revenue source. As one writer (N.L. Lutz, 
Public Finance) observes—“that tax is a failure, from the 
viewpoint of fiscal adequacy, which encroaches severely up- 
on the social income, and which tends, in consequence, to 
dry up the stream of public revenue.” 


2. ECONOMY 

In order to meet this test, the costs of collection and ad- 
ministration must be moderate. What are almost equally 
important as the cost to the state are the costs and losses 
to taxpayers expressed in unnecessary trouble, vexation and 
expense in meeting the requirements of the tax legislation 
and administration. 


3. SIMPLICITY 

In the present Canadian tax system there are examples 
of both simple and complex taxes, the gallonage tax on beer 
being an example of extreme simplicity while the income tax 
is of the complex type. The test of simplicity should be 
applied not only to the tax statute but to the administra- 
tive method adopted, and the creation of multiple agencies 
for enforcement and collection may render an otherwise 
simple tax extremely complex in its total application. While 
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complexities are sometimes necessary in order to preserve 
fiscal adequacy and equity as between taxpayers, what may 
pass for complexity in any tax measure may represent no 
more than the fruits of bad draughtsmanship or mere ver- 
biage. , 
4. EQUITY 

The test of equity is a difficult one to apply because there 
are no absolute standards of justice or equity. It is prob- 
ably true that few types of taxes will appeal to all the people 
as being eminently just and reasonable. It is, however, of 
very considerable importance that the people at large should 
look upon a tax measure as containing no obvious discrim- 
ination, or granting no favours to any particular class. In 
this connection, Lutz remarks—‘“nevertheless people pay 
taxes and their ire is more likely to be roused over discrim- 
inations, harsh and arbitrary administration or wasteful 
diversion of the funds than over the actual amount paid.” 
The truth of this observation has been amply demonstrated 
in Canada during the years of steadily increasing taxation 
brought about by the war. 


Tests of Administration 

The tests of good tax administration are inherent in the 
last three of the maxims previously quoted which may be 
paraphrased and further particularized as follows: 
1. CERTAINTY 

The certainty should apply to the amount of tax and the 
manner and time of payment. Certainty of amount can- 
not be achieved without consistency of assessment proced- 
ure which presents some special difficulties in a country as 
large as Canada. Nor can certainty be obtained without the 
fullest possible disclosure to the public of assessment policy 
and the decisions of tribunals. 


2. CONVENIENCE OF THE TAXPAYER 

All one can reasonably expect to find in this regard un- 
der sound administration is the avoidance of unnecessary 
inconvenience to the taxpayer. Of necessity, in particular at 
wartime levels, taxes are vastly inconvenient and taxpayers 
are hard put to meet their tax bills. In such circumstances 
it is of great importance that the taxpayers should not be 
harassed by clumsy procedures or unreasonable require- 
ments. 
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8. MODERATE COSTS OF ADMINISTRATION 


Our only observation under this heading is that the most 
economical administration is not likely to be secured by 
adopting a low salary scale. The remuneration of the em- 
ployees of the administrative agency must be appropriate to 
the skills required and where special skills are required, the 
administrative agencies must be prepared to pay salaries 
that are competitive with those offered by other employers. 


4. SETTLEMENT OF DISPUTES 

There must be adequate facilities for the prompt, full 
and final adjustment of complaints and disputes without un- 
due expense to the taxpayer. 


5. ENFORCEMENT 

Vigorous enforcement and the prosecution of fraudu- 
lent taxpayers are essential elements of sound administra- 
tion. Unless such a policy is followed, the tax is brought 
into disrepute, suspicion of discrimination arises and the 
strongest deterrent to malpractice is lost. 


Income and Excess Profits Taxes 


At present levels of taxation in Canada, the income and 
excess profits taxes are by far the most important. For 
this reason a discussion of those phases of taxation most 
in need of reform tends to centre on these taxes. Imper- 
fections in other taxes, and there are many, pale into in- 
significance in the minds of the public beside a serious flaw 
in income tax law or procedure. Consequently, the follow- 
ing observations relate largely to income and excess profits 
taxes but the principles underlying the opinions herein ex- 
pressed are applicable equally to other forms of taxes. 
LEGISLATION 

In Canada, as in Great Britain, changes in taxation are 
announced in the budget and the buget resolutions which 
are debated by parliament consist of brief statements de- 
scribing the proposed changes. The actual legislation 
amending the tax statutes is usually introduced some time 
after the close of the budget debate. It is unfortunate that 
in the past few years the amendments have been usually 
introduced within a few days of the end of the parliamen- 
tary session with the result that they have received little 
or no attention. In contrast to this procedure is that of 
the United States, where tax measures are first dealt with 
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by committees of congress and where the public may exam- 
ine the text of the proposed legislation and make such repre- 
sentations as they wish to the committees before the law 
is adopted. This opportunity for public criticism tends to 
bring to light objectionable provisions and to a greater ex- 
tent than our Canadian method guarantees that the new 
legislation actually accomplishes the intended purpose. 


The United States procedure is sometimes criticized on 
the ground that there should be no advance notice of 
changes in rates of taxation, and we are inclined to agree 
that in that regard a change to the U.S. method is not de- 
sirable. We do feel, however, that it would be highly de- 
sirable to rearrange our procedure in such a manner as to 
permit public examination of the proposed legislation, with 
a reasonable opportunity for the making of representations 
as to all phases other than the actual rate of taxation. 
Specifically, we suggest that after a first reading, the 
amending legislation be referred to a committee of parlia- 
ment which will examine the proposals, hear public repre- 
sentations thereon and make such amendments as may be 
appropriate before the bill returns to the floor of the House. 
This would not only bring about an improvement in the 
standard of draughtsmanship but should prevent uninten- 
tional inequity and ambiguity which our present system 
may produce. 

In considering our Canadian tax statutes, in particular 
the Income War Tax Act, one cannot but be impressed with 
the obvious patchwork quality which results from contin- 
uous amendment and in our opinion there is a pressing need 
for a complete rewriting of that act. Once the act has been 
rewritten, we believe care must be taken to avoid certain 
faults which have characterized amendments of past years. 
In recent times there has been a gratifying decrease in the 
number of amendments having retroactive effect, and most 
of those which have been passed have been required to re- 
pair faulty draughtsmanship or cure inequity resulting from 
hastily drawn legislation. We trust that retroactive 
changes in rate are a thing of the past. 

One further danger is that of attempting to thwart the 
particular evasions of a few by broad legislation which ob- 
structs the proper business purposes of the great mass of 
taxpayers. Unless this principle is observed, the area in 
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which the corporate taxpayer may pursue its legitimate 
course, without falling foul of penalty sections, will tend to 
become more and more circumscribed. 

Both in the rewriting of the act and in subsequent amend- 
ments we believe that care should be taken to leave as 
little as possible to the discretion of the minister. At pres- 
ent in the Income War Tax Act there are over eighty in- 
stances where discretion is granted to the minister and, in 
some cases the subject of such discretion is so important 
as to amount to a virtual delegation of the taxing power by 
parliament. 

Apart from objections on constitutional grounds, the 
widespread use of discretionary powers has a devastating 
effect: it creates great uncertainty as to the liability of 
many taxpayers; and, in the absence of the fullest publicity 
as to the manner in which discretion is exercised, taxpayers 
are in many cases forced to apply for specific rulings before 
certain transactions may be safely carried out. 

It is fair to say that in the past few years the delay, 
vexation and expense to Canadian taxpayers as a result of 
the excessive granting of discretion have been enormous 
and the correction of this situation is, in our opinion, of 
prime importance. 

Our final recommendation as to legislation deals with 
the question of simplicity. A considerable amount of dis- 
satisfaction results from the apparent complexity of the 
personal income tax return. This fault is not, as many 
assume, that of the administrative department but arises 
from the legislation itself. We believe that it would not 
be particularly difficult nor should it entail any serious loss 
of revenue to evolve simpler methods which will save count- 
less hours to the citizens of the country in making their 
annual tax returns. 

To sum up, it is our opinion that the following steps 
should be taken in connection with income tax legislation: 

(a) The statute should be re-written so as to achieve 
a greater consistency to eliminate ambiguous language and 
refraining as far as possible from delegation of taxing 
powers to the minister. Where it is not possible to avoid 
granting discretion to the minister, it should be incumbent 
upon the administrative authorities to publish the policies 
and principles under which such discretion is exercised. 
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(b) An opportunity should be given for public discus- 
sion of the text of proposed tax legislation in advance of 
its adoption by parliament. 

(c) A determined effort should be made to alter the 
details of the taxation of individuals so as to simplify the 
preparation of annual returns. 


ASSESSMENT PROCEDURE 

We view as one of the essentials of proper tax admin- 
istration the prompt and certain determination of the 
taxpayer’s liability. In Canadian income tax procedure the 
point at which the taxpayer’s own calculation of his tax is 
scrutinized, affirmed or varied by the government is when 
his return is “assessed”. It is understandable that during 
the war years not much improvement might be expected 
in so far as the promptness of assessment is concerned, 
but the fact is that ever since income tax was introduced 
into Canada most taxpayers have not been promptly 
assessed. Perhaps this was due to the fact that until re- 
cently the Crown’s right against the taxpayer for the short 
payment of tax was never extinguished. However, with the 
very substantial wartime increase in tax rates and the am- 
biguities and uncertainties arising from our legislation, de- 
lay in assessment may work a serious hardship on the tax- 
payer. Indeed, the amounts involved are often so great 
as to render virtually impossible the preparation of a pro- 
per statement of position of a corporation. In our view, 
the most practical method of securing this essential quality 
in tax administration is to impose a virtual penalty against 
the Crown for non-performance and we believe that the 
right of the Crown to vary the tax calculated and paid by 
the taxpayer should expire within a period of three years 
from the filing of the return. 

We might mention that under United States law a tax- 
payer has a statutory right to receive an assessment upon 
demand and that might be a satisfactory alternative to the 
above suggestion. 

Under our procedure the minister has the right to assess 
and re-assess but no limitation is placed upon the number 
of re-assessments which may be made. For the purpose of 
achieving greater certainty, we believe that the right of 
re-assessment should be limited to cases where factual in- 
formation has been obtained which was not available to 
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the Crown at the time of the original assessment. Further, 
providing the Crown is bound to make its original assess- 
ment within three years of the filing of the return, the right 
of re-assessment should cease at the expiration of three 
years from the date of the original assessment. 

Where the taxpayer is guilty of fraud, none of the sug- 
gestions contained in this section should apply. 


SETTLEMENT OF COMPLAINTS AND DISPUTES 

Under this heading the qualities of simplicity, prompt- 
ness and economy are all-important to the taxpayer. Our 
present procedure involves a complex, expensive and usual- 
ly lengthy method of dealing with tax disputes. If a tax- 
payer is dissatisfied with his assessment, he may within 
30 days file an appeal. This appeal is considered by the 
officials of the Income Tax Division—there is no time speci- 
fied in which this operation must take place—and in due 
course the taxpayer is advised that his appeal is either 
allowed or rejected. If the taxpayer is still dissatisfied, he 
has another 30 days in which to file a further document, 
called a “Notice of Dissatisfaction”, and again the officials, 
in their own time, consider the submission of the taxpayer 
and again render a decision. Upon receipt of this decision, 
the taxpayer, again within 30 days, must furnish a sum 
of money as security for costs and the case is set down for 
trial in the Exchequer Court. There is no guarantee that 
the case will come before the court promptly, and when it 
has finally been tried there may be a considerable further 
delay before judgment is rendered. From the Exchequer 
Court an appeal may be carried to the Supreme Court of 
Canada and thence to the Privy Council. It is fair to say 
that under present conditions a taxpayer may wait for a 
number of years and spend a very large sum of money be- 
fore obtaining a final answer to his dispute. 


In our opinion the first remedy for this condition is the 
fullest publicity as to the assessment practices of the ad- 
ministration. If the law and administrative practices are 
clear, the taxpayer has an opportunity of correctly cal- 
culating his tax and in such circumstances a large percent- 
age of the disputes would disappear. There will always 
be, however, disputes which will have to be settled by a 
judicial or quasi-judicial tribunal and in our view boards 
of review should be established to which taxpayers will have 
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ready and inexpensive access and whose findings will be 
made public. If such boards are to exercise functions of 
a semi-judicial nature, they should not be under the control 
of the officials who are parties to the dispute, as one cannot 
litigate successfully if one’s opponent is also the judge of 
the issue. We therefore suggest that these boards be made 
responsible directly to the minister or to some official who 
has no responsibility for the assessment of the tax and that 
they be permitted to review all matters which under the 
act may be within the discretion of the minister. 

In order to accommodate the taxpayers, these boards 
should sit at various cities throughout Canada and the 
costs of appearing before them should be kept to an abso- 
lute minimum. We recommend that an appeal should lie 
from the findings of such boards to the Exchequer Court. 

Under present conditions consistency of assessment 
treatment is difficult to achieve where authority is delegated 
to those in charge of local tax offices and publication of the 
decisions of boards of review should contribute materially 
not only to the accuracy of the tax calculations made by the 
taxpayer but to consistency of assessment. There are a 
number of contentious matters which arise in connection 
with the taxation of businesses and decisions on various 
phases of these vexed subjects should develop principles of 
tax treatment which will materially simplify the correct 
computation of tax. 

Under the suggested plan, we suggest that the adminis- 
trative procedure will be materially simplified if the fullest 
possible delegation of authority is made to the district 
officers of the Income Tax Division. 
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Standards of Disclosure 


The Accounting Research Committee of The Dominion Associa- 
tion of Chartered Accountants has reviewed the following statement 
and is considering issuing it in the near future as a statement of the 
committee. Before approving it, however, the committee wishes mem- 
bers of the profession to have the opportunity to study the statement. 
The committee has, therefore, authorized its publication in THE CAN- 
ADIAN CHARTERED ACCOUNTANT and any comments or criticisms which 
members or other readers may wish to make should be forwarded to 
the secretary of The Dominion Association of Chartered Accountants, 
10 Adelaide Street East, Toronto 1, and marked for the attention ef 
the Accounting Research Committee. 

It should be noted that as the statement has not yet been approved 
its publication at this time does not imply that every standard of 
disclosure therein set out is necessarily one which the Accounting 
Research Committee thinks should obtain in annual financial state- 
ments of manufacturing and mercantile companies. 


A TENTATIVE STATEMENT OF STANDARDS OF 
DISCLOSURE IN ANNUAL FINANCIAL STATEMENTS 
OF MANUFACTURING AND MERCANTILE 
COMPANIES 


_ SEEMS appropriate that there be developed at this 
time a statement of the standards of disclosure which 
should prevail in annual financial statements furnished to 
shareholders of Canadian companies. The provisions of the 
various companies acts set forth certain minimum stand- 
ards. The Dominion Companies Act (1934) sets a relatively 
high standard in this respect and one which is in advance 
of most provincial legislation. However, it is now a full 
decade since the last general amendments were made to the 
Dominion act and it is believed that the best of current 
accounting practice with respect to disclosure is greatly 
in advance of the requirements set out in the act. 

In any case, legislative requirements cannot hope to do 
more than set a legal minimum. One of the greatest ser- 
vices which a chartered accountant renders is the judg- 
mem which he brings to bear in examining a financial state- 
ment to see whether it does provide adequate information. 
If, in his opinion, a balance sheet, while conforming to the 
requirements of the Companies Act, still does not present 
fairly the financial position of the company, he will urge 
that further information be given or he will report to the 
shareholders on its shortcomings. The following quotation 
is particularly applicable to present conditions: 
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Neither directors nor auditors can properly regard legal re- 
quirements as setting the measure of their obligation to sharehold- 
ers; ... it is incumbent on all parties interested to work continu- 
ously to improve standards and, by precept and example, to en- 
deavour to secure a reasonable degree of publicity in corporate 
accounts.* 


This submission deals only with minimum standards of 
disclosure in annual financial statements of manufacturing 
and mercantile companies and is not intended to deal with 
the accounting principles and procedures which are involved 
in the determination of the amounts shown in such state- 
ments nor with the extent of disclosure considered desir- 
able in statements of such enterprises as railways, trust 
and insurance companies, chartered banks, public utilities, 
etc. The standards herein set out are minimum standards 
only, and they are not to be construed as substitutes for 
the exercise of judgment where further disclosure is neces- 
sary to avoid ambiguity or to prevent a statement from 
being misleading. 

Amounts which are not significant in degree need not be 
shown separately. Care should be taken to present financial 
statements in such form that the significant information 
is readily discernible and to achieve this end accounts of 
negligible or insignificant amount are usually better grouped 
with such other accounts as most closely approximate their 
nature. 

The financial statements should be read as a whole and 
notes appended thereto for the purpose of clarification or 
further disclosure are considered to have the same signifi- 
cance as if the explanations were placed against the items 
concerned. However, it is suggested that the wording of 
the items concerned contain references to the notes. 

Subject to the above comments, the following recommen- 
dations are made with respect to disclosure in annual fin- 
ancial statements. 

Balance Sheet 4 
CASH ON HAND AND IN BANKS 

Where certain bank balances are not readily available, 
the amount of such balances should be indicated in some 
appropriate manner together with a brief statement as to 
the nature of the restrictions. If the restrictions are such 
as effectively prevent the use of such balances for current 


*George O. May: Twenty-five Years of Accounting Responsibility. 
June 1946. 345 


















THE CANADIAN CHARTERED ACCOUNTANT 


financial requirements they should not be included in cur- 
rent assets. Call loans should be shown separately and not 
combined with cash balances. 
MARKETABLE SECURITIES 

These should include only securities which are capable 
of reasonably prompt liquidation within the present plans 
of the company. The basis of the carrying value of these 
securities—say, cost—should be stated as well as the quoted 
market value. The term “at book value” should be avoided. 


ACCOUNTS RECEIVABLE 

These should be segregated so as to show separately 
ordinary trade accounts, instalment accounts (if substan- 
tial), advances owing by officers, directors, shareholders 
and employees and other unusual items of substantial 
amount. If the reserve for doubtful accounts is not shown 
separately it should be indicated in parenthesis or otherwise 
that such a reserve has been deducted. 
INVENTORIES 

The basis of pricing of inventories should be clearly 
disclosed. It is desirable that (a) if any reserve is deducted 
from inventory value the amount should be shown separ- 
ately; and (b) if the basis of valuation has been changed 
from that of the previous year this should be disclosed 
together with the effect of the change. 
CURRENT ASSETS 

The total of the current assets should be shown and it 
should include only assets ordinarily realizable within a 
year, subject to normal trade practices with respect to in- 
stalment accounts receivable and inventories long in pro- 
cess. 
INVESTMENTS IN SUBSIDIARY COMPANIES 

Such investments should be set out separately and the 
basis of valuation indicated. If significant, the total in- 
vestment should be segregated and the following informa- 
tion indicated: (a) Investment in shares, (b) investment 
in bonds and other secured obligations, and (c) advances. 

Unless a consolidated balance sheet is presented the ac- 
counting practice followed with respect to the profits or 
losses of subsidiaries should be stated. It is desirable that 
disclosure be made of the amount of the increase or de- 
crease in the parent’s equity in its subsidiary companies 
since acquisition and also for the year under review as a 
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result of profits or losses and dividends, unless it is the 
practice of the parent to take up in its accounts its share 
of the profits or losses of its subsidiaries. 

In certain instances the financial statements of the in- 
dividual subsidiaries should be also submitted to the share- 
holders of the parent company. 

OTHER INVESTMENTS 

Investments which are not readily realizable either as 
a result of market conditions or business policy should not 
be included in current assets. The basis of valuation and 
the nature of the investments should be clearly indicated 
and consideration should be given to disclosure of the name 
of the company when any one investment is significant in 
amount as compared with the total assets. 

FIXED ASSETS 

The basis of valuation of fixed assets should be disclosed. 
If possible the term “‘book values” should not be used. The 
important classifications of these assets as between deprec- 
iable and non-depreciable properties should, if practicable, 
be shown separately and, if acquired together in one trans- 
action, the purchase consideration should be allocated be- 
tween them. 

Reserves for depreciation should be shown separately 
and preferably deducted from the assets to which they 
apply. 

PREPAID EXPENSES 
DEFERRED CHARGES 

Expenses paid in advance should be stated separately 
from such items as preliminary expenses on incorporation, 
discount on bonds, and other similar charges. Expenses 
paid in advance are preferably classified as current assets. 
GOODWILL 

The amount of goodwill should be shown separately 
and if practicable it is desirable that the basis of valuation 
be described. Any changes in the amount of goodwill dur- 
ing the year should be set out in the financial statements. 
CURRENT LIABILITIES 

Current liabilities should be segregated as between the 
main classes, viz., bank loans, trade creditors, accrued li- 
abilities, dividends payable, taxes payable, etc. Any large 
amount of a special nature (including balances payable 
to affiliated companies) should be set out separately. 
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If any of the liabilities are secured they should be stated 
separately and the fact that they are secured should be 
indicated. 

The total of the current liabilities should be shown and 
generally speaking it should include all liabilities payable 
within one year from the date of the balance sheet. 


RESERVES 

Reserves applicable to specific assets should preferably 
be shown as deductions or deducted from the relative assets. 

Accruals in respect of liabilities, commitments or obli- 
gations often described as reserves should be treated as 
liabilities and the amounts disclosed if material. It is also 
suggested that financial statements would become more 
understandable if liability reserves were described as ac- 
cruals, deposits or other appropriate term. 

Other reserves should, if important in amount, be set 
out separately in the balance sheet and full disclosure made 
in the financial statements with respect to their creation 
and use. A single total should not be used for important 
reserves which are not similar in nature. 


FUNDED DEBT 

Particulars as to title, interest rates, maturity date(s), 
authorized amount, amount originally issued and amount 
outstanding should be indicated on the face of the balance 
sheet or, if there are several outstanding issues, such parti- 
culars may be shown on an attached schedule. Where 
funded debt is payable in a currency other than that in 
which the balance sheet is issued, that fact should be stated. 
Any of the company’s.own securities purchased and not yet 
cancelled should be shown separately as a deduction from 
the relative liability or as a non-current asset. Unless shown 
separately under current liabilities, the amount of bonds 
payable or the amount of the sinking fund payment due 
within the succeeding year should be disclosed. 
CAPITAL STOCK 

The number of shares authorized, the number issued, 
the par value, if any, in the case of each class of shares 
issued, should be shown on the balance sheet. The amount 
of arrears of dividends on cumulative preference stock 
should be stated. Where shares are redeemable the redemp- 
tion price should be disclosed. 

Any increase in shares outstanding during the year 
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should be set forth and the consideration received therefor 
should be given. Particulars as to any options outstand- 
ing for purchase of stock should be disclosed under the cap- 
tion of capital stock. 

SURPLUS 

The changes in the surplus accounts during the year 
should be clearly stated. 

Earned surplus should be shown separately and it is 
desirable that the description of capital or other special 
surplus accounts should indicate their origin. Where there 
is any condition restricting or affecting the payment of 
dividends such as those frequently included in trust deeds, 
it is usually desirable that disclosure of the fact be made 
in the balance sheet. 

CONTINGENT LIABILITIES 

Any liabilities of this nature not provided for in the 
balance sheet, if substantial in amount, should be adequate- 
ly described in a footnote and, if practicable, the approx- 
imate amount involved stated. 

CONTRACTUAL OBLIGATIONS 

Disclosure should be made of any contractual obliga- 
tions which may require abnormal expenditures in rela- 
tion to the company’s normal business requirements or 
financial position or which may involve losses of material 
amount not provided for in the accounts. 

FOREIGN EXCHANGE 

If any material current assets or any material liabilities 
other than to shareholders have been converted from for- 
eign currencies, the basis of conversion to the currency 
in which the balance sheet is issued should be stated. Dis- 
closure should also be made of any substantial amount of 
net current assets in countries with exchange restrictions. 


Statement of Profit and Loss 


A summary of the information which should be set 
out in the annual profit and loss statement follows: 


Profit from operations. In many cases it is desirable that there 
should also be shown the total of sales or gross income from which 
the profit from operations is derived. 

Provision for depreciation, obsolescence and depletion. If de- 
sired, this information may be shown parenthetically or as a foot- 
note to the statement. 

Interest expense—showing separately if of significant amount 
interest on funded debt, amortization of debt discount or premium 
and expense, and other interest expense. 
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Income from investments—showing separately the amount ap- 
plicable to securities of non-consolidated subsidiaries or affiliates. 

Miscellaneous deductions from or additions to profits—showing 
separately, if significant, profits and losses on sales of securities 
or capital assets and non-recurring profits and losses. 

Taxes on income. 

Profit or loss for the period. 


Consolidated Statements 


The standards of disclosure set out above apply equally 
to consolidated statements. In certain cases adequate dis- 
closure may not be furnished by the submission of consoli- 
dated statements only and in such cases separate statements 
for the more important constituent companies (as well as 
the consolidated statements) should be submitted. 


Where consolidated statements are submitted, they 
should indicate clearly what subsidiaries are consolidated 
and what subsidiaries, if any, are excluded from the con- 
solidation, or the basis of inclusion. Investments in sub- 
sidiaries not consolidated should be set out separately with 
the same disclosure as would be made of such investments 
in unconsolidated statements. 

The total equity of minority shareholders in the capital 
and surplus of subsidiaries should be shown separately and, 
if preference shares are outstanding, the minority interest 
in these should be segregated. The interest of minority 
shareholders in the profits or losses for the year should be 
deducted as a separate item in the statement of profit and 
loss. 

The difference between the cost of the shares to the 
parent company over its equity in the net assets of sub- 
sidiaries at their dates of acquisition should be shown sep- 
arately on the balance sheet or grouped with goodwill unless 
such difference has previously been disposed of by a pro- 
cedure disclosed in the annual statements of preceding 
years. 

If certain subsidiaries are consolidated as of a date dif- 
ferent than the date on which the holding company closes 
its accounts, disclosure should be made of the dates as of 
which their accounts have been included unless their assets 
or earnings are not significant in relation to the relevant 
totals for the group. 

While it is not intended to deal herein with accounting 
principles as such, there are two principles in connection 
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with the preparation of consolidated statements which are 
so fundamental to a clear presentation of the facts that it 
seems appropriate to mention them at this point: 


(1) To prevent duplication of assets and/or liabilities proper 
adjustment should be made (unless the amounts involved are neg- 
ligible) for inter-company accounts, inter-company profits on assets 
purchased from other companies in the group (inventories, fixed 
assets, etc.), investments in subsidiaries and capital stock and sur- 
plus at acquisition. 

(2) The consolidated earned surplus should in no case include 
surpluses of subsidiaries earned prior to acquisition. Likewise in 
respect of subsidiaries acquired during the year, the profit and loss 
statement should include only the operations since the effective 
date of acquisition. 


General Comments 

If, during the fiscal period in respect of which accounts 
are submitted, there has been any important change in the 
company’s accounting procedures which has had a material 
effect on the profits or losses as reported, the nature of the 
change and, if practicable, the effect on the results for the 
year should be disclosed. 

It is believed desirable that under ordinary circum- 
stances annual statements should be prepared so as to show 
comparatively the figures for the preceding year. It is 
recognized, however, that under wartime conditions, when 
many financial statements can only represent a reasonable 
estimate as at the time they are prepared, certain compan- 
ies may properly consider it misleading to present informa- 
tion in comparative form because to do so would suggest 
a greater degree of comparability than the circumstances 
warrant. 


351 





THE CANADIAN CHARTERED ACCOUNTANT 


Renegotiation of War Business 


By R. E. Saunders, B. Com., C.A. 
Ottawa, Ontario 

a. term renegotiation in connection with war business 

has come to be applied to a retroactive re-adjustment 
of prices for war material, following a review of financial 
statements and supporting data, that was initiated by the 
former Department of Munitions and Supply and is being 
continued by the Department of Reconstruction and Supply. 
While the procedure now followed did not come into general 
use until the latter half of the war the principle involved 
is not a new one. In June 1939, before the declaration of 
war, parliament passed an act providing for recapture of 
all profits on war contracts in excess of 5% on the capital 
employed. Although this was found to be impracticable and 
does, not appear in the Munitions and Supply Act, it left no 
doubt that the representatives of the people felt that some- 
thing different from ordinary commercial buying practices 
would be necessary to control the prices paid for and the 
profits allowed on munitions and war supplies. That this 
feeling was not confined to members of parliament or to the 
general public is evidenced by the large number of contrac- 
tors who came forward even during the early years of the 
war and made voluntary refunds of profits arising from 
prices which they themselves found on completion of the 
work to be excessive. Profit margins that they would have 
felt justified in retaining under peacetime conditions seemed 
unjustifiable in time of war when the nation as a whole was 
threatened with disaster. 

The close control which the department endeavoured to 
maintain over costs and profits in pursuance of that view- 
point made its prime contracts less attractive to manufac- 
turers than sub-contracts and other forms of indirect war 
business. One of the functions of renegotiation, therefore, 
is to ensure that all companies that have been engaged 
directly or indirectly in war work are treated as nearly as 
possible on the same basis. 

It is probable that by this time the greater portion of 
those companies more or less directly engaged in the war 
effort have made settlements or are familiar with renegoti- 
ation procedure. There remains a large number of com- 
panies, however, which have had no contact with the depart- 
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ment and for this reason find it difficult to comprehend the 
extent to which renegotiation is applicable to their opera- 
tions. These companies are receiving enquiries from the 
department for figures covering sales and profits together 
with requests for estimates of the amount of war business 
involved. 

As far as the sales and profits are concerned the infor- 
mation should be easily obtainable from the companies’ 
records in the form required. The estimate of war business, 
however, is sometimes a difficult one to prepare and, where 
considerable analytical work would be involved, a rough 
approximation only should be submitted for the depart- 
ment’s preliminary review. A more detailed study can be 
made later on if this appears to be necessary. 

If the department indicates that a refund is required, 
matters can frequently be simplified by arranging an inter- 
view with one of the renegotiation officers in Montreal, 
Ottawa, Toronto or Vancouver. This should enable the 
representatives of the company to form an opinion of the 
amount of refund involved and determine the character and 
extent of the data to be assembled for the final presentation. 


The following form indicates the salient features to be 
considered and also provides a useful tabulation of the re- 
sults of each year’s operations. 


Year ended Sales Cost Profit % Profit 
To Cost 


War—previously settled 
War—subject to renegotiation . 
Civilian 


Adjustments 
Total per financial statements 


Determination of Total War Sales 

The definition of war business, in so far as it concerns 
the department, is set forth in some detail in sections 2 
and 13 of the Munitions and Supply Act as amended by 
section 11 of the Reconstruction and Supply Act. The de- 
partment is required to satisfy itself as to the reasonable- 
ness of prices charged for all goods and services which have 
entered into the cost of purchases of munitions and supplies 
made by it, or its agencies or contractors and sub-contrac- 
tors. Such costs include not only wages, raw materials and 
component parts but depreciation and other overhead items. 
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The amended section also provides that the periods subject 
to renegotiation on an overall basis shall end with such 
fiscal year of the company which includes September 2, 
1945. With regard to individual contracts entered into 
prior to September 2, 1945, however, there is no limit to 
the period. in which the prices with respect to subsequent 
deliveries may be renegotiated. 

No difficulty arises in segregating the war business rep- 
resented by direct sales to the department nor is there any 
doubt as to the status of a sub-contract to supply component 
parts to a prime contractor. Similarly many companies 
can indicate groups of customers or lines of product that 
are just as obviously civilian. In between these two ex- 
tremes lies the great mass of ordinary commercial goods 
and services that have become involved in the production of 
munitions and supplies. To break this group down into 
the two classes of sales usually requires that it be studied 
from both points of view, viz., how much can be identified 
with war supplies, and how much with civilian. 

The following methods have been found satisfactory by 
many companies depending upon the type of business and 
the completeness of the accounting records: 

Analysis of major product lines. 

Analysis of individual orders and their priority 
ratings. 

Analysis of sales to principal customers. 

Study of pre-war sales volume and the effect of the 
war on sales of various product lines. 
Consideration of figures previously submitted in or- 
der to obtain special depreciation rates and priorities 
for materials and labour. 

It is sometimes possible to show that one or more lines 
of products or services are by their very nature of no value 
in the production of munitions and supplies although they 
may be nonetheless essential for civilian purposes. Other 
lines, on the contrary, may have been diverted entirely to 
war purposes. To the extent that segregation of business 
can be made on this basis the work of classifying total 
sales by other means is reduced. 

Where the sales are confined to a few large orders it 
may be practicable to review these in detail and, by refer- 
ence to priority ratings, customer and type of product, 
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segregate the war business from the civilian. The priority 
ratings require a certain amount of interpretation and are 
not of much value before the middle of 1942 when they did 
not apply to many materials which were entering into war 
supplies. 

An analysis of the company’s customers combined with 
a study of product lines is usually the most satisfactory 
means of reaching an estimate of the respective amounts 
of war and civilian business. To keep the work within 
reasonable bounds the analysis can be confined to the major 
customers and, sometimes, to representative months of the 
year. The figures should be extracted from the most con- 
venient source and it is usually unnecessary to adjust the 
individual accounts for such items as freight and sales tax 
so long as the total can be reconciled fairly closely with the 
sales shown in the financial statements. With some cus- 
tomers it may be quite obvious from the type of product 
involved that it will be used entirely for war purposes, or 
vice versa, and these sales can be classified accordingly. 
Where the “end-use” of the sales is not readily apparent, 
however, it has frequently been found satisfactory to apply 
a percentage representing the extent to which the customer 
was engaged in war work during the year under review. 
This percentage can be obtained usually as follows: (a) 
From personal knowledge of the customer’s business; (b) 
by correspondence with the customer; and (c) in some 
instances by reference to the department. Once the sales 
to the individual customers have been so classified it is a 
simple matter to arrive at an average percentage of war 
business for the year. 

Many companies sell largely through jobbers or deal 
with customers who are engaged very indirectly in war 
work and so would not be able to obtain satisfactory re- 
sults from the preceding methods of analysis. Sometimes 
a reasonable approach can be found by estimating the 
amount of civilian business obtained during the war period 
on the basis of pre-war experience. In fact, a brief study 
along these lines should be made in any event to act as a 
check on the figures obtained by other methods. In using 
the results of pre-war operations, however, consideration 
must be given to the effect of wartime conditions. An 
upward trend in civilian business that might have been ex- 
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pected to project itself through the period 1936-39 into 
the war period 1940-45 may actually have been reversed 
by shortages of materials or the conversion of the plant 
to war production. On the other hand there are some 
lines of business that have enjoyed an exceptional increase 
in, civilian sales due to the large volume of spending power 
available and the ability to find substitutes for high priority 
materials. In other words the effect of the war on the 
company’s markets and sources of supply must be studied 
and proper adjustments made to the pre-war volume. 

In addition to determining the total volume of war busi- 
ness some consideration may have to be given to separating 
sales previously reviewed and settled with the department 
from the portion still subject to renegotiation. Many com- 
panies throughout the course of the war have periodically 
submitted actual costs on all or part of their war work and 
made whatever refunds were necessary to the department, 
its agents or certain prime contractors. These sales should 
be shown separately from the remaining war business. 

It is important to realize that a renegotiation settlement 
cannot relieve the contractor of the responsibility for ful- 
filling the terms of each individual contract. Cost-plus or 
similar forms of contracts must be amended sooner or later 
to indicate the final price agreed upon and it is desirable 
to have this done before the final presentation of data is 
made. Sometimes the renegotiation officer is able to assist 
in cleaning up the last details of such contracts. 

Cost of Sales 

Where a portion of the company’s war business has 
already been reviewed and settlements made which are sat- 
isfactory to the department, the relevant costs should be 
segregated and shown separately in the presentation. The 
remaining costs will then have to be apportioned between 
the war business subject to renegotiation and the company’s 
civilian business. 

The allocation of costs between war and civilian sales 
should follow the principles laid down in costing memor- 
andum M. & S. 433; with the distinct understanding that 
war sales should bear only those costs which are necessary 
to produce the goods and to complete delivery. 

Some companies have confined their war work to a 
separate section of the plant or have in any event been able 
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to maintain a satisfactory segregation of costs. These can 
be used in the presentation although some adjustment may 
be necessary for renegotiation purposes if it is apparent 
that the allocation of overhead has unduly favoured the 
civilian business. For the majority of companies, how- 
ever, separate costs will probably not be available or a large 
part of the war business may consist of the company’s 
regular product. In such cases apportionment of costs 
(after disallowances) must be made on an overall basis. 

A pro rata apportionment based on sales volume is 
sometimes found to be satisfactory provided there has been 
no substantial increase in the rate of profit over that pre- 
vailing in pre-war years. Where it is found, however, 
that the war business has occasioned an overall increase 
in the rate of profit an apportionment of costs in ratio to 
sales would leave the civilian business with profits properly 
attributable to war sales. Sufficient adjustment may then 
have to be made to the ratio to reduce the rate of profit 
on civilian business to a reasonable figure. In other words, 
the department expects to have the cost reductions that 
usually result from a higher production volume accrue to 
the benefit of the war business, because it is the war busi- 
ness which provides the increase in volume. 


Fair and Reasonable Profit 

In determining what should be a fair rate of profit on the 
company’s war business the department is confined to a 
limited scale of percentages but, within that limited scale, 
decides each case on its merits. Profits are always calcu- 
lated before income and excess profits taxes and the stand- 
ard profit established for taxation purposes does not con- 
cern the department. The fact that a _ renegotiation 
settlement may leave a company with profits below its 
standard does not justify it in retaining unreasonably high 
profits on war work. 

Some operations by their very nature are adaptable to 
mass production methods and readily produce a large sales 
volume. In many instances this large volume can be ob- 
tained with a relatively small capital investment or the 
fixed assets may have been financed by the government 
through special depreciation or other form of capital assist- 
ance. For these companies a low rate of profit will provide 
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a return which is reasonably commensurate with the amount 
of capital employed and the services rendered. 

Other operations, on the contrary, involve long manu- 
facturing periods, frequent design changes and interrup- 
tions to production or a high degree of engineering skill 
and enterprise on the part of the management. The volume 
resulting from this second type of business usually does not 
fully reflect the value of the services rendered and warrants 
therefore a higher rate of profit. 

In citing factors which a company feels should be con- 
sidered in its favour it should be borne in mind that spe- 
cific examples carry much greater weight than do gener- 
alities. Merely to state that substantial cost reductions 
have been accomplished through improved methods or 
changes in design is not nearly so effective as a list of items 
showing the original prices charged, the price reductions 
made subsequently and the savings to the government in 
total amount. 

It will be realized that it has not been possible to deal 
with the many factors that enter into a renegotiation settle- 
ment nor has any attempt been made to cite specific ex- 
amples. Companies encountering difficulty in assembling 
data and preparing a submission would be well advised to 
have a preliminary discussion with a renegotiation officer. 

No company that has engaged directly or indirectly in 
war work can consider that its financial statements present 
a true picture of its affairs until the operations for the war 
period have been reviewed by the department and a letter 
of clearance received. For this reason it is important that 
the matter of renegotiation be cleared in each case as 
quickly as possible. 
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THE CHARTERED ACCOUNTANTS’ CLUB 
OF OTTAWA 


Reported by Ian Stevenson 


A MEETING of the club was held on April 25th, and took 
the form of a forum, the subjects under discussion 
being “Improvement in the Form of Published Financial 
Statements” and “Valuation of Inventories”. Each subject 
was introduced by two of the club members, who outlined 
its general scope and dealt with certain of its particular 
aspects. The first subject was introduced by W. P. Deeth 
and R. E. Saunders, and the second, by J. J. Duff and J. 
C. McCay. The president, J. F. Harmer, was in the chair. 

In the discussion regarding improvement in the form 
of financial statements, the trend towards forms designed 
to interest employees and others, as well as shareholders, 
was considered. While it was felt that statements prepared 
pictorially, graphically or otherwise, with this object in 
mind, might well be included in published annual reports, 
the consensus of opinion was that they should merely sup- 
plement the conventional type of financial statements, pre- 
pared for the information of the shareholders, and that only 
with respect to the latter should professional auditors be 
prepared to give certificates. However, it was felt that 
fuller information, than is ordinarily provided at present, 
should be given the shareholders in the published financial 
statements, particularly in the operating statement, which 
should, preferably, disclose the sales and cost of sales, or 
failing this, at least the amount of the gross profit for the 
period. 

The discussion regarding valuation of inventories was 
concerned principally with those of manufacturing con- 
cerns, and the effect of each of the several different methods 
of estimating the ‘cost’? value of inventories, for balance 
sheet purposes, was noted. The meeting tended to favour 
the moving average basis as being ordinarily the best of 
these methods, from the strict accounting point of view, 
although it was conceded that other methods might have 
merit in special circumstances and for certain specialized 
industries. 
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Current Accounting Literature 
By Frank S. Capon, C.A. 
Montreal, P.Q. 


iy outstanding article on the importance of budgetary 
analysis, standards, costing and other accounting data 
is presented by T. R. Elsman under the title “Profit-Action 
Figures” in the 15th April N.A.C.A. Bulletin. Mr. Els- 
man’s purpose is to point out the figures that accountants 
should provide to sales and executive management to per- 
mit them to take those actions necessary to maximize legiti- 
mate profits, bearing in mind that, under a system of free 
enterprise, profits are essential to the healthy development 
of the economy and improvement in the standard of living. 
In particular, the author emphasizes that conventional ac- 
counting systems do not automatically produce profit-action 
figures—for example the profit and loss account is one-sided 
in that it does not show the profits that a company fails 
to realize because of not taking advantage of opportunities. 
It is the potential that matters—the sales and production 
that could be obtained, the possibilities for concentrating 
on profitable lines the effects of possible changes in assort- 
ment of products and so forth. The article is well support- 
ed by excellent illustrative tabulations. 
Reports on Utilization of Manpower 

In the same bulletin, C. D. Weller has contributed an 
article outlining the pressing need for adequate analysis 
and reporting on the efficiency of manpower utilization. 
Under conditions of increased wages and other costs, it is 
essential that productivity of labour be maximized if in- 
dustry is to survive and pay present or proposed wage 
rates. For this reason, supervisory employees are judged 
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to an increasing extent on the manner in which they utilize 
the manpower made available to them, and this in turn 
places greater emphasis on the analysis and reports that 
record the effectiveness of manpower utilization. Mr. Wel- 
ler illustrates his article with sample forms and reports 
used by a heavy machinery manufacturing company, but 
the principles seem equally applicable to any manufacturing 
concern. 
Accounting for Taxes 

The 1st May N.A.C.A. Bulletin contains an article by 
W. J. Crawford discussing certain aspects of Bulletin 23 
of the American Institute of Accountants which deal with 
the accounting for major adjustments to prior years’ tax- 
able income. 

Personnel Administration for Office Employees 

Those accountants concerned with the administration 
of office employees will be interested in the article by H. 
M. Dirks in the same bulletin. The author discusses the 
responsibilities of the personnel department, the compari- 
son between factory and office employees, and the various 
factors that are important in the minds of office employees. 


Administrative Expense in Inventories 

In one of the shortest and pithiest articles on inventory 
valuation that I have encountered, J. S. Seidman presents 
an outspoken argument for including administrative ex- 
penses in inventory costs, in the April issue of The Journal 
of Accountancy. The author claims that the charging of 
such expenses direct to cost of sales instead of inventory, 
is unwarranted conservatism which, though it may be con- 
soling from the balance sheet viewpoint, is unquestionably 
wrong from the income statement viewpoint. Now that 
accounting emphasis has swung over to the income state- 
ment, it may be necessary for us to review many conserva- 
tive practices. 

Public Accounting as a Career 

The pamphlet carrying the above title, and issued by 
the American Institute of Accountants, is reproduced in 
full in the April Journal of Accountancy. Here is an out- 
standing clear and concise statement of the scope and 
responsibilities of the professional accountant, with a note 
of the opportunities now open for young accountants, and 
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a summary of the working conditions, education, and de- 
velopment of personnel in the profession. 


Accounting and Public Enterprise 

Regardless of their views on the merits of-public enter- 
prise, H. Norris is of the opinion that accountants must 
be prepared to handle the accounting problems of publicly- 
owned business. His article on this subject, the first half 
of which appears in the 13th April issue of The Account- 
ant deals particularly with public utilities, and he discusses 
at some length the apparent necessity for establishing pric- 
ing policies based on depreciation on replacement values 
rather than historical costs. This concept of depreciation, 
which used to be fairly generally accepted as gross heresy 
seems to be coming in for an ever-increasing volume of 
favourable publicity, and can no longer be ignored by pro- 
gressive accountants. The second half of the article in the 
20th April issue deals with pricing and the planning of out- 
put, the need for finding an effective substitute for the profit 
motive, and finally a summary of the responsibilities of 
the profession in connection with the entire subject. 

Price Inflation 

While price inflation is not obviously a direct accounting 
problem, it is affecting accountants along with every other 
group in the community. N. H. Jacoby, in the April issue 
of The Controller, calls for a tight money policy, with 
higher interest rates and large budget surpluses as the only 
sure way to brake the inflation that is already well under 
way. As members of one of the leading professions, we 
accountants cannot ignore our responsibility to use our 
influence in the fight against price inflation, and Mr. Jacoby 
has provided us with plenty of food for thought. 


Plan for Company Policy 

The necessity for companies to formulate clear policies, 
and the desirability of outlining policies in writing in order 
to ensure some measure of uniformity in decisions of execu- 
tives are pointed out by O. R. Strackbein in the April issue 
of The Controller. Requirements for written policies, and 
the extent of detail necessary, vary widely according to 
the size of companies, the variety of classes of customers, 
the extent of decentralization of management, and so forth, 
and Mr. Strackbein has covered the main sets of circum- 
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stances, recommending the manner of establishing and re- 
cording policies in each case. 


Accounting for Exports 


With the increasing emphasis in Canada on commercial 
exports, the April issue of Cost and Management will be 
of general interest. The first article, by H. M. Hethering- 
ton is entitled “Pricing for Export’ while the second, by 
H. MacDiarmid, is headed “Canada and Foreign Trade”. 


Contemporary Accounting 

This refresher course for public accountants, published 
by the American Institute of Accountants, is designed to 
bring ex-servicemen up to date on developments in auditing 
and accounting during the past six years when they were 
away from practice, and thus to assist them in re-orienting 
themselves in the profession. It is, however, a unique work 
that is just as valuable a refresher and reference book for 
the accountant who has stayed behind his pen throughout 
the war. 

Under one cover, the American Institute has collected 
together 38 important papers by the recognized leaders in 
the accounting profession in the U.S. under the following 
main headings: Accounting principles; auditing procedure; 
accounting systems; federal taxation; government relations 
with business. 

While it is undoubtedly true that developments in ac- 
counting theory and practice have been intensified in the 
past six years, thus resulting in a very real need for such 
a volume, it is to be hoped that the idea, once put into tan- 
gible form, will not be allowed to die. The leaders of the 
accounting profession have become increasingly articulate 
in recent years, recognizing the imperative duty of giving 
their views to the great mass of accountants, their contacts 
with whom are limited to the written word. This develop- 
ment cannot help but improve the knowledge of current 
accounting theory and practices of the vast bulk of the 
members of our profession, and thus enhance the standing 
of the entire profession. 
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Examination Results 


Following is a summary of the results of the December 
1945 uniform intermediate and final examinations of the 
Provincial Institutes of Chartered Accountants. 


INTERMEDIATE EXAMINATION 
Number Number Number 





Institute Candidates Passed Failed 
NS oa at si slen ts oe ees esi 12 8 4 
Berttiees COSUMMIMA ... cc ccc ce ccce 18 13 5 
Es Gist wigs web a okie 27 18 9 
CO ee 1 1 0 
EE ey eee 2 1 i 
43 eee 75 52 23 
Prince Edward Island ............ 1 0 z 
Re Nodes es Saud pS eGKa> 50 26 24 


Saskatchewan 


ie eee ee 186 119 67 
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Sete AVAL RRM INATION 
ei i Suppl tal Two Papers 

wae Fe PP saa Number Number Number 

. Institute e Candidates Passed Failed 
fy ASA SS a 3 3 0 
‘ British Columbia ................. 0 0 0 
a NN ka ies sco se ow s.c.cis we a 3 1 
F New BrunsWick Giese es saesek's 1 1 0 
i DED Lacock ctaoscok ceiuewed orn 1 1 0 
- NN canes cis wninie no's eee 9 7 2 
‘ Prince Bdward Island ............ 0 0 0 
DD TG eka sce tasene wa nbea se ah 4 2 2 
a ae or rere 1 0 1 
23 17 6 
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Supplemental Four Papers 
Number Number Number 


Institute Candidates Passed Failed 
IRS or Sas oS Wo aly wis bik ns -siom 4 2 2 
SEPEUE OURUNIIR. 5 ba ieee cicsacuan's 3 2 a 
ES... Waowas es cabniceaws 2 z 1 } 
DIOW TVGMBWIOK «x < ...cccciiccssces 1 0 1 
WU REE <5 osc vn nie coisas buns 2 2 0 i 
SP Eas Tos ons aig w sic'eR da O10 wis 24 8 16 
Prince Edward Island ............ 0 0 0 
AE Sree ere eee 5 2 3 
PR. visseiwewanesenaauns 1 0 1 
A IIS hho chess ssc hee Sree ene 42 17 25 
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Full Examination 





Number 
° Number Number’ Granted Number 

Institute Candidates Passed Supplemental Failed 
EIR ca Seg ie sieicwwans 9 2 2 5 
British Columbia ....... 7 2 3 2 
INNIS ls6 o0'si0 0.40 8 3 2 3 
New Brunswick ........ 0 0 0 0 
Nova Scotia ........... 1 0 0 1 
oc a Oe eee 49 18 14 17 
Prince Edward Island .. 0 0 0 9 
eee ee 42 15 13 14 
Saskatchewan ......... 13 4 4 5 

EE a cine Rios 129 44 38 47 

Examination Total 
Number 
Number Number’ Granted Number 

Institute Candidates Passed Supplemental Failed 
PE disses tisucacsneve 16 7 2 7 
British Columbia ...... 10 3 3 
MINE Natok fo) o 6 4.6066 14 7 2 5 
New Brunswick ........ 2 1 0 2 
NOVA BOO «.....2.5.2% 4 3 0 2 
WE, 5 SG css asiacwces 82 33 14 35 
Prince Edward Island .. 0 0 0 0 
ar ere 51 19 13 19 
Saskatchewan ......... 15 4 4 7 

53s Ss arse RSS 194 78 38 78 

Obituaries 


The Late George Weir 


The Institute of Chartered Accountants of Saskatche- 
wan regrets to announce the death of George Weir at Cal- 
gary, at the age of 61. 

The late Mr. Weir was born in Peterborough, Ontario, 
and qualified as a chartered accountant through the Uni- 
versity of Saskatchewan. He went to Calgary seventeen 
years ago and was a sales tax auditor for the Dominion 
government until his retirement seven years ago. 

To his wife and family the Institute extends sincere 
sympathy. 
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Book Reviews 


The All-in-One Business Account Book. Published by 
Business Account Books Ltd., London, England, and dis- 
tributed in Canada at $3.50 by Impex Trading Co., P. O. Box 
1265, Place d’Armes, Montreal, P.Q. 


Of interest to retail merchants keeping accounts of 
transactions on a single entry basis is this book, which is 
available in bound or loose-leaf form and consists of printed 
pages, one for each week of a year, entitled “Takings and 
Payments” suitably ruled to divide receipts and payments, 
whether by cash or cheque, into convenient classifications 
of income, expense or personal accounts. Following these 
pages, space is provided for a recapitulation of weekly 
totals and, finally, pages are prepared which rather ingeni- 
ously bring out a balance sheet and trading and profit and 
loss account for the year by carrying amounts forward 
from the previous year’s accounts and from the earlier 
pages of the current year’s volume. Against each item or 
by footnote throughout the book is indicated the source 
from which it comes or the further statement to which it 
should be carried. There is also included a perforated sheet, 
a duplicate of the balance sheet and trading and profit and 
loss account, which can be detached and used as support 
to an income tax return or for other purposes. 

Complete instructions are printed in the front and back 
of the book, which add materially to its value. While the 
pages are ruled for a decimal system of currency, it is noted 
that instructions and references to income tax are in the 
“United Kingdom” and not the “Canadian” language. 
These might cause the Canadian shop-keeper some confu- 
sion in the early stages, and some references to income tax 
might lead to misunderstanding unless advice were taken 
on Canadian tax legislation and rulings. 

Of importance also is the cover of the book which has 
been designed to stand considerable knocking-about. 
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Personals 


J. D. Williams, C.A., of the firm of Williams & Williams, 
announces that Duncan Stuart, C.A., who has been associat- 
ed with the firm since 1932, has been admitted to partner- 
ship as from 1st May 1946. The business will be continued 
under the name of Williams & Stuart, chartered account- 
ants, with offices at 531 Lougheed Building, Calgary. 


S. Schwartz, chartered accountant, announces the re- 
moval of his offices to suite 202, Tramways Building, 159 
Craig Street West, Montreal. 


Kinnaird and Aylen, chartered accountants, announce 
that J. M. Meikle, B.Com., C.A., is now associated with the 
firm, and that the name has been changed to Kinnaird, 
Aylen & Co. 

E. M. Sprackman & Company, chartered accountants, 
460 Richmond Street West, Toronto, announce the admis- 
sion to partnership of Louis I. Papoff, C.A. 


E. H. Knight, C.A., and P. E. Trudel, C.A., of Montreal, 
and J. C. Saddington, C.A., of Toronto, announce the forma- 
tion of a partnership for the practice of their profession, 
under the firm name of Knight, Trudel and Saddington, 
with offices at 18 Toronto Street, Toronto, Ontario. 

J. C. Saddington, C.A., announces the opening of an 
office for the practice of his profession at 18 Toronto Street, 
Toronto, Ontario. 

William J. McCreight, C.A., formerly with the Treasury 
Cost Accounting Division of the Department of Munitions 
and Supply, and who two years ago joined W. Robinson 
& Son Converters Limited, has been appointed treasurer 
and elected a director of Robinson Cotton Mills Limited, 
Toronto, successor to the former company. 

William M. Hurley & Company, chartered accountants, 
Montreal Trust Building, Winnipeg, announce the admis- 
sion into partnership of R. Vernon Fletcher, C.A., for many 
years with the Department of National Revenue, Corpora- 
tions Section, Taxation Branch, District of Winnipeg. 

Hugh B. Savage, C.A., having recently retired from the 
R.C.N.V.R., announces the opening of an office for the 
practice of his profession at 916 Tramways Building, 159 
Craig Street West, Montreal 1. 
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Jacques R. Nadeau, L.S.C., C.A., and Albert Paquet, 
B.Com., C.A., formerly with the Income Division as corp- 
oration assessors, Montreal district, announce the for- 
mation of a partnership for the practice of their profession 
under the firm name of Nadeau, Paquet & Cie., with offices 
at 354 St. Catherine Street East, Montreal 18, P.Q. 


J. M. Ross, B.Com., C.A., and M. W. Angus, C.A., have 
entered into partnership under the name of Angus, Ross 
& Co., chartered accountants, Dominion Bank Building, Van- 
couver, British Columbia. 
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STUDENTS’ DEPARTMENT 


R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


The April, 1946, issue of ‘““The Commerce Journal’ (the 
publication of the Commerce Club of the University of 
Toronto) contains a number of articles of unusual interest, 
and in both format and substance reflects great credit upon 
the editorial board. Mr. F. S. Chalmers writing on “Mar- 
keting and Our Standard of Living” offers a vigorous 
defence of sales effort in all its forms. “Those who create 
markets”, he says, “create civilization. They are the 
advertising men, the salesmen, the warehousemen, the men 
engaged in transport, the wholesalers, the retailers, the 
market researchers and all the other workers in the com- 
plex marketing process .... As long as we can keep on 
selling more and more, society will not have to worry much 
about production costs or distribution costs. It is when 
we cannot sell that we must start to worry.” Col. W. E. 
Phillips contributes an article entitled “Some Experiences 
in the Administration of a Crown Company”. The com- 
pany is Research Enterprises Limited and the article, being 
both descriptive and critical in its method, is a valuable 
study of the application and adaptation of managerial tech- 
niques to the conduct of a government-owned industrial 
enterprise. The author concludes with the opinion: “Look- 
ing back over the life of Research Enterprises (a typical 
manufacturing Crown company), I feel that it provides 
substantial proof that, with a reasonable adherence to 
sound organizational principles, effective performance is 
possible in a government-owned enterprise during war- 
time.” The full text of the article conveys clearly to the 
reader the emphasis which Col. Phillips would place on 
the last two words of this quotation. 

To the accountant reader the most interesting part of 
Professor J. E. Smyth’s study “Statistics Recommended 
for Executives” is his comparison and contrast of average 
unit costs with differential or marginal costs. In this con- 
nection he makes the sound observation (implicitly denied 
in the typical text on cost accounting) that “average unit 
costs are not generally intended to be an indicator of what 
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selling prices should be; they seem more likely to find sup- 
port among cost accountants as a measure of efficiency”. 
We hope that some day Mr. Smyth will express his views 
as to the sort of cost calculations appropriate for valuation 
of inventories of work in process and finished goods. 

Other contributors and their topics include C. A. Ashley, 
“The Cohen Committee on Company Law”, A. W. Currie, 
“The Future of Commercial Aviation in Canada”, F. V. 
Regan, “Securities Regulations in Ontario” and Elroy 
Robson, “What Does Labour Want?” 


* % * * 


Much sound and fury has marked the battle between 
those accountants who believe that exceptional and non- 
recurring items should be taken into account in computing 
the net income of the year in which they occur and those 
who contend that such items should be adjusted on surplus 
account. It is unlikely that the argument will ever be 
settled unless or until the dictatorship is established but 
watching the ebb and flow of fortune in battle we think 
the advantage at the moment rests with the first group, 
the “profit and lossers”. They have won some distinguished 
adherents to their ranks and find themselves, on this issue, 
in the same camp as the S.E.C. 


PUZZLE 
Four pennies and four dimes are placed alternately in 
a line in contact with one another. It is required in four 
moves, each of a pair of contiguous coins, without altering 
the relative position of the pair, to form a continuous line 
of four dimes followed by four pennies. 


SOLUTION TO LAST MONTH’S PUZZLE 

Let the balls be distinguished by the letters A to L. 

First weighing: A B C D against E F G H, leaving aside 

IJ KL. 

(a) If four balls on each side balance off then the odd 
ball must be IJ K or L. If so, on the second weigh- 
ing weigh I J against K A, leaving L aside. 

(1) If they balance, then L is the odd ball and by 
weighing with the standard ball A may be 
proved heavier or lighter. 

(2) If they do not balance then on third weighing 
weigh I against J, leaving K aside. 
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i. If I and J balance, then K is the odd ball and 
is heavier or lighter as proved in the second 
weighing in (a). 

If they do not balance and if scales are tipped 

the same way as in (a), then I is the odd ball 

and is heavier or lighter as shown by its 
position. If the scales are tipped the op- 
posite way, then the ball must be J and is 
heavier or lighter as shown by its position. 

(b) If the balls do not balance in the first weighing 

above then on second weighing, weigh A B C H 
against I J K D leaving aside E F and G. 
(1) If they balance then the odd ball is E F or G. 

It may be calculated from the first weighing 

above whether this ball is heavier or lighter. 

Now weigh E against F leaving G aside. 

i. If they balance, then G is the ball, heavier 
or lighter as proved by tipped scales in the 
first weighing. 

ii. If they do not balance, with knowledge that 
E F or G is definitely heavier or lighter then 
the way these scales tip will determine 
whether the wanted ball is E or F. 

(2) If the balls in the second weighing (b), do not 
balance 

i. If the scales are tipped the same way as the 

first weighing, the balls A B and C are the 
only balls which have remained on the same 
side and therefore must include the wanted 
ball. The odd ball can be determined in the 
same manner as E F G above. 

i. If the scales are not tipped the same way as 
the first weighing, then the odd ball is either 
H or D, the only balls that have changed 
sides. Now weigh H with a standard ball I. 

(1) If they balance, then D is the wanted ball and 
is heavier or lighter as proved by the second 

weighing under (b). 

(2) If they do not balance, then H is obviously 
heavier or lighter because I is a standard ball. 

Hence all the balls have been accounted for. 
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PROBLEMS AND SOLUTIONS 


THE PROVINCIAL INSTITUTES OF CHARTERED ACCOUNTANTS 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the personal 
views and opinions of those members. They are designed not as 
models for submission to the examiner but rather as such discussion 
and explanation of thé problem as will make its study of benefit to 
the student. Discussion of solutions presented is cordially invited. 


PROBLEM I 
INTERMEDIATE EXAMINATION, DECEMBER 1945 
Auditing I, Question 3 (15 marks) 


Outline fully the procedure you would adopt to conduct an effective 
audit of the accounts receivable ledgers of a concern. 


AN ANSWER 
PROCEDURE FOR EFFECTIVE AUDIT OF THE ACCOUNTS 
RECEIVABLE LEDGERS OF A CONCERN 
(1) Ledgers 

(a) Find out the number of ledgers in use and obfhin physical 
control of all of them. ¢ 

(b) Ascertain from a responsible official if these ledgers are in 
balance with general ledger control. 

(c) Obtain lists of balances of each ledger. 

(2) Internal Check 

(a) Look into procedure with respect to methods of posting in- 
voices, cash collections, cash sales, credit notes, bills, notes, 
drafts and any other ledger posting media. 

(b) Ascertain possibility of collusion between personnel making 
various postings into ledgers, e.g. cashier posting cash col- 
lections or credit notes, etc. 

(c) Ascertain if bad debts and credit notes are being properly 
authorized, etc. 

(d) Ascertain whether invoicing is controlled and there is a check 
of credit notes against receipt of goods returned. 

(3) General Ledger Control 

(a) Check postings from subsidiary books to accounts receivable 
general ledger controlling account. 

(b) Prove balance of general ledger controlling account. 

(c) Add list of balances of accounts receivable (as in (1) (b) 
above) and prove with general ledger control account figure. 

(d) Test check credit items in individual accounts to books of 
original entry for a complete period. 

(e) Test check charge items in individual accounts from books of 
original entry for a complete period. 

(4) Lists Check 

(a) Prepare lists to assist in aging of accounts. This can be 
accomplished by columns ruled to take care of: 3 months, 6 
months, 9 months, over 9 months depending on usual terms 
of sale. 

(b) Go through ledgers and check balances to lists. In the process 
watch for: 

(1) Extraordinary charges and credits. 

(2) Accounts other than for merchandise sales. 
(3) Accounts payable charges. 

(4) Accounts in credit—obtain reasons. 
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(5). Accounts obviously in need of adjustment. 
(6) Mark bad accounts. 
(7) Extend balance in proper age column. 
(c) On completion of this checking add age columns and agree 
with total column. 
(5) Classification 
(a) Review aging with proper officials, 
(b) Make adequate provision for bad and doubtful accounts. 
(c) Discuss the possible need for direct verification of balances 
from customers—positive or negative method. 
(d) Discuss any weaknesses in internal check routine discovered 
(if any) and follow up. 
(6) Verification 
(a) Clear up all outstanding matters—adjustments, etc. 
(b) Obtain all customers’ statements prepared by the staff. 
Note: It is usual to have the company staff prepare the customers’ 
statements, and stamped addressed envelopes for the audit 
verification. 
(c) Check the statements to the accounts receivable ledger bal- 
ances and with the lists. 
(d) Maintain possession of these statements at all times. Place 
verification stamp on statement and mail. 
(e) On receipt of replies check against mailing list and follow up 
discrepancies. 
(7) Spot Checking 
It is not considered necessary to check all postings to the ac- 
counts receivable ledger in order to make an effective audit. A great 
deal would depend on the effectiveness of the internal control being 
exercised. Such matters as the check imposed on the receipt of cash 
sales, customer collections, and issuing of credit notes, etc., have a 
direct bearing on the extent to which the detail work should be car- 
ried. The auditor should, therefore, satisfy himself that a reasonable 
effective internal control is being exercised. 


PROBLEM II 
INTERMEDIATE EXAMINATION, DECEMBER 1945 
Auditing I, Question 4 (10 marks) 

(a) In what ways may an actual examination of fire insurance pol- 
icies be useful to an auditor? 

(b) Give the form of work sheet covering the audit of insurance 
policies and the calculation of the unpaid portion of the premiums 
at a given date. 


AN ANSWER 
(a) The examination of the fire insurance policies may be useful 
in the following manner: 
(1) Disclose assets in existence and not being carried on the 
books. 
(2) Disclose that not enough insurance has been placed on the 
assets. 
(3) Disclose that the company has not placed insurance on a 
specified asset which for one reason and another is called for, 
_ (4) Disclose that the company is not fully insured within the co- 
insurance clauses. 
(5) Disclose that the company is over-insured. 
(6) Disclose that the wrong type of insurance is being carried 
and that certain other types are necessary. 
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(7) Disclose whether or not the company unconsciously is not 
living up to the requirements of the policies because of wrong 
method of stowage, or wrong articles of stowage, e.g. stowage 
of inflammable material contrary to the conditions of the 
contract. 

(8) Proof of the premium amounts and that only company insur- 
ance is being paid for. 

(9) Preparation of proper prepaid insurance for the accounts. 

(b) Listing of the insurance policies under the following headings: 
(1) Policy number 
(2) Asset insured 
(3) Amount insured 
(4) Date of insurance 
(5) Term 
(6) Expiry date 
(7) Premiums 
(8) Balance sheet date to expiry date days 
(9) Average daily premium 

(10) Prepaid amount 
The above schedule serves a useful purpose in checking from one 
year to another. The division of “Premium (7)” by the number of 

days of the “Term” (5) gives the average daily premium rate (9). 

The number of days from the balance sheet date to the expiry date 

(6) gives the period over which the premium has been prepaid-—not 

yet used. Thus the amount shown in column (9) multiplied by the 

days in column (8) gives the desired prepaid amount in column (10). 
The ledger accounts should be checked to ascertain that all policies 

have been presented to you. 


PROBLEM III 
INTERMEDIATE EXAMINATION, DECEMBER 1945 


Auditing II, Question 2 (10 marks) 
What is meant by the term “kiting”? Explain briefly, two ex- 
amples of kiting and in each case outline an audit procedure which 
would disclose it. 


AN ANSWER 

Kiting is the term applied to any method by which shortages 
in funds are temporarily covered by manipulation of the records by 
means of overlapping entries. 

Example 1. The cashier receives a cheque from Jones to apply on 
his open account in the amount of $100 on June 5th. The cashier re- 
moves a like amount in currency from the cash box, deposits this 
cheque in the usual way but makes no entry in the cash receipts book 
for the payment made by Jones until June 25th. 

On June 25th Jones is given credit for $100 in the cash book and 
this amount is posted to his credit in his account. If the fraud is to 
be continued by the cashier a similar overlapping of entries will 
have to be made on another cash receipt, otherwise the “loan” will 
have to be repaid or the cash will be short by $100. 

This type of fraud can be revealed by a comparison of details 
on duplicate deposit slips with the details of cash receipts. Thus in 
the example, Jones’ cheque would appear on the deposit slip covering 
cash receipts for June 5th but the entry in the cash book would appear 
on the 25th. Since most banks do not compare the details on the 
original and duplicate copies of deposit slips, it is desirable to com- 
pare the duplicate copies in the client’s file with the originals at the 
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bank for at least a part of the period covered by the test of receipts 
to details on deposit slips. 

Example 2. The cashier withholds $1,000 from the cash and to hide 
it, draws a cheque transferring a similar amount from one bank ac- 
count to another. He includes the cheque as a deposit in the second 
bank account on the last day of the month but does not enter the 
cheque as a credit to the first bank account until the first day of the 
following month, the cheque being outstanding over the end of the 
month would not be charged by the first bank until some time early 
in the following month. The cashier would then be short in his cash 
again but in the meantime the shortage would have been covered up 
over the end of the month. 

This fraud can be revealed by tracing all transfers between bank 
accounts from one bank account to another to see that the debits and 
credits are entered on the same date. This audit procedure is par- 
ticularly necessary at month ends and for the last few days of a fiscal 
period and the first few days of the succeeding fiscal period. 


PROBLEM IV 
INTERMEDIATE EXAMINATION, DECEMBER 1945 
Auditing II, Question 3 (10 marks) 
Enumerate and explain the essential features to be observed by an 
auditor in making a cash count. 


AN ANSWER 

(1) All cash must be counted at the same time. While this may 
not be physically possible in all circumstances, it is nevertheless nec- 
essary that all cash funds be under the control of the auditor from 
the time the count is commenced until the count is completed. Other- 
wise there is the possibility of transferring cash from one fund which 
has been counted by the auditor to make up a deficiency in another 
which he has not yet counted. 

(2) Securities and negotiable instruments should be under the 
control of the auditor and counted at the time of the cash count. The 
reason for this is the same as for counting all cash funds at once. 
Otherwise a deficiency in cash might be covered by temporary hypo- 
thecation of securities or notes etc. This point is of most importance 
when the surprise element is lacking in the cash count, as when the 
client’s staff is in the habit of having the cash counted by the auditor 
on the last day of the accounting period. 

(3) Surprise. For the best effect the auditor should arrange to 
have the cash count come as a complete surprise to the cashier. This 
is not possible with year-end cash counts, and it is therefore desirable 
to make surprise counts at times other than at the year-end, in addi- 
tion. The cashier then has no opportunity to cover up any deficiency 
in his cash. 

(4) Time of count. It is important to select a time of day when 
the cash can be counted without interferring with the routine work 
of the cashier particularly during rush hours. Ofter the best time 
is at the close of the business day or first thing in the morning. 

(5) Always count cash or securities in the presence of a repre- 
sentative of the client. This is of utmost importance since, in the 
event of a shortage, and if the auditor were alone while counting the 
cash, the custodian would be in a position to claim that the funds 
were in order and that the auditor was to blame for the shortage. 
Observance of this point will prevent the auditor from being placed 
in a very embarrassing situation. 
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(6) Balance the funds at once and obtain the signature of the 
custodian indicating his agreement with the balance. This is import- 
ant since in the event of a deficiency and the balancing being left 
until a later date, the cashier would have an opportunity to cover the 
shortage in the meantime, or even to manipulate the books to hide it. 
The signature is important as it indicates the custodian’s concurrence 
in your findings. 

(7) Check the details of funds on hand to the records. This is 
necessary to avoid the possibility of counting cash items for which 
cash account has not been charged, thereby giving improper credit 
for items on hand. 

(8) Actual examination of cash items should be made by the 
auditor. It is not sufficient for the cashier to count his funds under 
the observation of the auditor. Unless this is done the auditor, re- 
gardless of careful watching, may be deceived. 

(9) Work should be recorded in ink on working papers. Details 
of the funds counted and the reconciliation thereon should be listed 
on the working papers as a permanent and unalterable record of the 
work done, and in the case of a shortage, as proof of it. 





